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T r a n s c r i p t  o f  F e d e r a l  Open Market Committee Meet ing 
of  November 3 .  1987  

CHAIRMAN GREENSPAN. Good morning,  everybody.  W i l l  somebody
p l e a s e  move t h e  minu tes?  [The minu tes  were moved and approved a t  t h i s  
p o i n t . ]  M r .  C r o s s .  

MR. C R O S S .  [S t a t emen t - see  Appendix.]  

CHAIRMAN GREENSPAN. Any q u e s t i o n s  of M r .  Cross?  

MR. BOEHNE. I have a q u e s t i o n  t h a t  may be  b r o a d e r  t h a n  f o r  
M r .  C r o s s .  A week ago ,  w e  were t a l k i n g  abou t  walk ing  a t h i n  l i n e  
between t h e  d o l l a r  and t h e  domest ic  economy and I g e t  t h e  f e e l i n g  t h a t  
t h a t  t h i n  l i n e  has  broadened o u t  some s i n c e  a week ago .  How wide i s  
it and do we have  a p o l i c y  o r  d o n ’ t  we have a p o l i c y ?  Is it t h e  
T r e a s u r y  t h a t ’ s  making U . S .  p o l i c y  o r  a r e  we j u s t  k ind  of l e t t i n g  t h e  
market  t a k e  us  where we go o r  do we have some s e n s e  of  where we want 
t o  go w i t h  t h e  d o l l a r ?  There  have been a l o t  o f  changes i n  seven  
d a y s .  

CHAIRMAN GREENSPAN. Why d o n ’ t  I respond t o  t h a t ,  and t h e n  
Sam Cross  c a n  c o r r e c t  m e .  There  have been s i g n i f i c a n t  d i s p u t e s  o v e r  
t h e  y e a r s  a s  t o  p r e c i s e l y  what t h e  r e l a t i o n s h i p  i s  between t h e  
T r e a s u r y  and t h e  F e d e r a l  Reserve  w i t h  r e s p e c t  t o  t h e  q u e s t i o n  o f  
exchange r a t e  i n t e r v e n t i o n .  A s  I unde r s t and  i t .  even though t h e r e  a r e  
d i s p u t a b l e  i s s u e s  h e r e ,  we l a r g e l y  t e n d  t o  f o l l o w  T r e a s u r y ’ s  l e a d  i n  
t h i s  q u e s t i o n .  The T r e a s u r y ’ s  p o s i t i o n ,  w h i l e  b a s i c a l l y  f a v o r a b l e  t o  
t h e  Louvre [Accord] a s  a g e n e r a l  p r o c e d u r e ,  i s  t h a t  t h e y  n o n e t h e l e s s  
a r e  i n t e r e s t e d  i n  making c e r t a i n  t h a t  w e  d o n ’ t  endeavor  t o  defend  a 
p a r t i c u l a r  p o s i t i o n  which i s  i n d e f e n s i b l e .  And. I would t h i n k  t h a t  
w h i l e  t h e  g e n e r a l  view o f  t h e  S e c r e t a r y  s o r t  of  backed and f i l l e d  on 
v a r i o u s  o c c a s i o n s ,  i d e a l l y ,  he  would l i k e  t o  s e e  t h e  marke t s  s t a b i l i z e  
on t h e i r  own w i t h o u t  any a c t i o n s  on o u r  p a r t ,  whether  t h r o u g h  monetary 
o r  i n t e r v e n t i o n  p o l i c i e s .  Bu t .  shou ld  t h a t  n o t  o c c u r ,  h i s  w i l l i n g n e s s  
t o  commit U.S .  r e s o u r c e s  i s  l i m i t e d .  And t h e  g e n e r a l  i m p r e s s i o n  t h a t  
I g e t ,  a l t h o u g h  it i s  n o t  a r t i c u l a t e d  n e c e s s a r i l y  s h a r p l y  a t  a l l  
t i m e s ,  i s  t h a t  if t h e  market  moves us  down g r a d u a l l y  w i t h o u t  any
secondary  consequences  u n t i l  we r e a c h  a market  e q u i l i b r i u m ,  t h a t  would 
s u i t  t h e  T r e a s u r y  j u s t  f i n e .  There  i s ,  however,  I t h i n k  a g e n e r a l  
awareness  t h a t  t h i s  a l l  cou ld  g e t  o u t  of hand and t h a t  t h e r e  cou ld  be 
a l o t  of dange rous ,  s econda ry  problems.  But it i s  t h e  S e c r e t a r y ’ s
view--maybe I shou ld  u s e  t h e  word “hope“ because  t h a t  i s  more 
r e l e v a n t - - t h a t  t h a t  w i l l  n o t  m a t e r i a l i z e .  S o .  I would s a y  a t  t h e  
moment. t h a t  w h i l e  t h e  Louvre [ u n i n t e l l i g i b l e ] ,  it i s  c l e a r l y  f a d i n g :
and it w i l l  c o n t i n u e  t o  do s o  u n l e s s  and u n t i l  t h e r e  a r e  d r a m a t i c  
p o l i c y  s h i f t s  on t h e  p a r t  of t h e  T r e a s u r y ,  which I must s a y  t o  you ,  I 
t h i n k  would n o t  be  a p p r o p r i a t e .  I r r e s p e c t i v e  of  what h a s  been 
happening  r e c e n t l y ,  I would s a y  t h a t  we a r e  n o t  f r e e l y  f l o a t i n g  b u t  w e  
a r e  f l o a t i n g  i n  a way i n  which t h e  d e g r e e  of i n t e r v e n t i o n  t h a t  t h e  
T r e a s u r y  i s  w i l l i n g  t o  commit i s  ve ry  minor .  

MR. FORRESTAL. M r .  Chairman. Is t h e r e ,  i f  you can  t e l l  u s ,  
any p l a n  t o  reconvene  t h e  G - 5  o r  G - 7 ?  Things  have changed markedly ,
o b v i o u s l y .  s i n c e  t h e  Louvre agreement .  I must s a y  t h a t  t h e  r eason  I 
a s k  t h a t  q u e s t i o n  i s  t h a t  I f i n d  it a l i t t l e  anomalous t h a t  w e  a r e  
d r a i n i n g  r e s e r v e s  t o  de fend  t h e  d o l l a r  w h i l e ,  a t  t h e  same t i m e ,  w e  a r e  



1113 I 8 7  - 2 -

adding reserves to add liquidity to the domestic economy. Maybe it’s 

considered to be a disorderly market at this point, or potentially

disorderly, but it seems a little anomalous to me to have this divided 

policy in a sense. 


CHAIRMAN GREENSPAN. There is an element of that. There is a 

very fundamental question that we never seem to confront: How 

successful is intervention under various, different conditions? I 

think that the major thrust of our policy, as I understand it, is 

basically to exhibit our hand [to show] that we have not completely

lost interest in the exchange rate, leaving the impression that should 

something really significant occur, we would be in there with both 

feet. But. that is a very mild position. I think, relative to what it 

was several months ago, and certainly at the beginning of the Louvre 

agreement. But, as best I can read it. there has unquestionably been 

a significant change in the position at Treasury in the last several 

months. 


MR. FORRESTAL. Do you think that they will be thinking about 

another Louvre-type meeting? 


CHAIRMAN GREENSPAN. Well, not necessarily. Do you mean to 

reset the exchange-rate question or just to get the G-7 meeting for 

coordination? 


MR. FORRESTAL. Well, I was thinking of both. 


CHAIRMAN GREENSPAN. At the moment, I think that there’s a 
disinclination on our part to do it unless we have something to bring 
to the table. If something significant materializes out o f  these 
negotiations currently going on, then I would suspect that we are 
dealing with the possibility of a G-7 meeting which, in effect. would 
endeavor to exchange fiscal actions on our part with comparable
actions on the part of Germany and Japan. Presumably, at that point,
they would revisit specific paragraphs of the Louvre agreement.
probably to reset where the intervention points would be. We have now 
run through all intervention points of which I am aware. 

MR. BOEHNE. Do you have any insight as to why Karl Otto 

Poehl was so blunt last night? In one sense, they had a lot to lose 

with a weaker dollar, and the sense I got out of his remarks was. if 

the dollar weakens. so be it. This strikes me as-- 


MR. MORRIS. I think they are very much concerned about too 

much intervention increasing the German money supply as it did in 

1978: and they want to avoid that. 


MR. JOHNSON. I think they are more concerned about that than 

the dollar exchange rate. They pretty much got all their trading 

partners pinned down in the EMS, and I think that’s about all they 

care about. If the EMS were to break up. you would see them 

concerned. 


CHAIRMAN GREENSPAN. There is concern of that. I found that 

President Poehl is, I would say. somewhat less firm than Mr. 

Stoltenberg on this question. And, I think what Manley Johnson is 

talking about is really to the point: they have constructed for 

themselves a series of monetary targets carved into granite by means 
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unknown t o  anybody: and t h e  c r e d i b i l i t y  of  t h e  Bundesbank i s  a t  s t a k e .  
If you go i n t o  t h e  market  and i n t e r v e n e  h e a v i l y .  you may t h i n k  you a r e  
f u l l y  s t e r i l i z i n g  [ u n i n t e l l i g i b l e ]  b u t  it s o r t  of l e a k s  a l l  o v e r  t h e  
p l a c e .  I t h i n k  t h a t  t h e r e  a r e  s i g n i f i c a n t l y  d i f f e r e n t  v iews .  I would 
g a t h e r .  b u t  I ’ m  n o t  s u r e ,  t h a t  what P r e s i d e n t  Poehl  was s a y i n g  l a s t  
n i g h t  n e c e s s a r i l y  i s  s p e a k i n g  f o r  t h e  German government i n  t o t a l ,  b u t  
it does  r e f l e c t  a s i g n i f i c a n t  p a r t  o f  h i s  v iews .  You were t h e r e ,  
J e r r y .  Is t h a t  your  i m p r e s s i o n ?  

V I C E  CHAIRMAN CORRIGAN. I d o n ’ t  t h i n k  i t ’ s  j u s t  t he  money 
supp ly  q u e s t i o n .  I t h i n k  t h a t  P r e s i d e n t  P o e h l ,  i n  p a r t i c u l a r ,
b e l i e v e s  t h a t  i f  push comes t o  shove ,  t h e  Germans and t h e  German 
economy can  h a n d l e  a somewhat s t r o n g e r  mark and weaker d o l l a r .  And he  
q u i t e  f i r m l y  b e l i e v e s .  whether  anyone happens t o  a g r e e  o r  n o t .  t h a t  
t h e  r i s k s  a r e  s q u a r e l y  on t h e  s i d e  o f  t h e  Uni ted  S t a t e s - - t h a t  t h e  
r i s k s  o f  a weaker d o l l a r  a r e  g r e a t e r  r i s k s  t o  t h e  Un i t ed  S t a t e s  t h a n  
t h e y  a r e  f o r  Germany a n d - 

CHAIRMAN GREENSPAN. And t h a t ’ s  p robab ly  c o r r e c t ,  t o o .  

VICE CHAIRMAN CORRIGAN. I t h i n k  it i s  c o r r e c t .  I was j u s t  
go ing  t o  s a y  t h a t  I f i n d  it h a r d  t o  v i o l e n t l y  d i s a g r e e  w i t h  t h a t .  The 
q u e s t i o n  t h a t  I t h i n k  Ed Boehne i s  r a i s i n g  goes beyond t h e  t e c h n i c a l  
mechanism o f  t h e  Louvre o r  a n y t h i n g  e l se  and t h a t  i s :  What a r e  t h e  
r i s k s ?  A t  l e a s t  t h a t ’ s  how I t h i n k  o f  i t .  What a r e  t h e  r i s k s  o f  one 
s e t  o f  p o l i c i e s ,  however b r o a d l y  d e f i n e d ,  v e r s u s  a n o t h e r  s e t  of 
p o l i c i e s ?  I a s k  myse l f  t h i s  q u e s t i o n :  What e v e n t  o f  a f o r e s e e a b l e  
n a t u r e  cou ld  r e a l l y  g e t  u s  i n  t h e  soup a g a i n ?  And I ’ m  t h i n k i n g .  i n  
p a r t ,  o f  t h e  e v e n t s  o f  t h e  p a s t  c o u p l e  of weeks. I must s a y  t h a t  I 
t h i n k  t h e  d o l l a r  i s  s t i l l  h i g h  on t h a t  l i s t .  If t h e  d o l l a r  were t o  
f a l l  o u t  o f  bed--however  one might  choose  t o  d e f i n e  t h a t - - f i r s t  of 
a l l .  whether  w e  l i k e  t o  admit  it o r  n o t ,  I t h i n k  t h e  d o l l a r / d o m e s t i c  
i n t e r e s t  ra te  l i n k a g e  i s  s t i l l  t he re .  I ’ m  n o t  q u i t e  s u r e  it i s - - o r  
e v e r  was-as  p r e c i s e  a s  some peop le  t h o u g h t ,  b u t  I c e r t a i n l y  t h i n k  
t h a t  l i n k a g e  i s  s t i l l  t h e r e .  I t h i n k  t h e  danger  i s  c l e a r :  I c a n ’ t  
a s s i g n  p r o b a b i l i t i e s  t o  it b u t  t h e  dange r  i s  c l e a r  t h a t  you can  end up 
w i t h  t h e  wors t  of b o t h  w o r l d s :  a lower  d o l l a r  and h i g h e r  i n t e r e s t  
r a t e s .  The c o l l a p s e  o f  t h e  exchange marke t s  cou ld  e a s i l y  t r i g g e r  a 
renewed o u t b u r s t  o f  chaos  i n  t h e  f i n a n c i a l  m a r k e t s .  There  i s  one 
p a r t i c u l a r  t h i n g  t h a t  we have t o  keep i n  mind. and t h a t  i s  t h a t  a 
d e c i d e d l y  weaker d o l l a r  cou ld  be  t h e  s t r a w  t h a t  b r e a k s  t h e  c a m e l ’ s  
b a c k ,  e s p e c i a l l y  f o r  t h e  J a p a n e s e  s t o c k  marke t .  I t h i n k  t h a t  i s  a 
v e r y  r e a l  d a n g e r .  

MR. JOHNSON. Why d o n ’ t  t h e y  do someth ing  about  i t? 

V I C E  CHAIRMAN CORRIGAN. What cou ld  t h e y  do? What t h e y  
s h o u l d  have done was do someth ing  s e v e r a l  y e a r s  ago .  But what shou ld  
t h e y  do r i g h t  now? 

MR. JOHNSON. I ’ m  j u s t  s a y i n g  t h a t ’ s  t h e i r  r e s p o n s i b i l i t y  
r a t h e r  t h a n  o u r s .  

VICE CHAIRMAN CORRIGAN. Well .  t h a t  may be :  b u t  we c a n ’ t  be 
i n d i f f e r e n t  t o  i t .  

MR.  HELLER. L e t  m e  go back f o r  a second t o  Germany. I 
t h i n k  you a r e  q u i t e  r i g h t .  There  has  a lways been a s p l i t  between t h e  
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Finance  M i n i s t r y  and t h e  Bundesbank. The Finance  M i n i s t r y ,  a s  w e l l  a s  
a l l  t h e  r e g i o n a l  p r e s i d e n t s  of t h e  S t a t e  C e n t r a l  Banks,  h a s  a lways
wanted t o  have  a s t r o n g  d o l l a r  because  t h e y  were more concerned  about  
t h e  employment e f f e c t s ,  w h i l e  t h e  Bundesbank c l e a r l y  was more 
concerned  abou t  i n f l a t i o n ,  I t h i n k  it i s  q u e s t i o n a b l e  -whether  
P r e s i d e n t  Poehl  would have a m a j o r i t y  on t h a t  c o u n c i l  i f  he wanted t o  
have a p o l i c y  t h a t  would defend  t h e  exchange r a t e  a t  t h e  p r e s e n t  t i m e .  
S o ,  i n  e s s e n c e ,  he  has  t o  g i v e  i n  t o  a m a j o r i t y  on h i s  govern ing
b o a r d .  A s  f a r  a s  t h e  d o l l a r  i s  conce rned ,  however,  I d i s a g r e e  w i t h  
you a l i t t l e ,  J e r r y .  The danger  of t h e  d o l l a r  f a l l i n g  o u t  o f  bed has  
been v e r y  s u b s t a n t i a l l y  reduced d u r i n g  t h e  l a s t  week because  w e  now 
have [ an  exchange r a t e  a g a i n s t  t h e  mark o f  abou t ]  1 . 7 0 ,  and n o t  even 
t h e  [ u n i n t e l l i g i b l e 1  t h a t  w i l l  go below 1 . 6 0 .  When you a r e  on t h e  
h i g h  p e r c h ,  t h e  danger  of  f a l l i n g  i s  n o t  much h i g h e r :  s o  a f r e e f a l l  
becomes l e s s  and less  o f  a l i k e l i h o o d  because  t h e  marke t s  w i l l  s u p p o r t  
t he  d o l l a r  a t  some l e v e l .  I t h i n k  we a r e  g e t t i n g  r e a s o n a b l y  c l o s e  t o  
t h a t  l e v e l .  

MR. CROSS. I would r ead  i t  t h e  o t h e r  way: t h a t  i t  g e t s  more 
p r e c a r i o u s  a s  w e  g e t  i n t o  t h e s e  new and h e r e t o f o r e  unseen  l e v e l s .  T h e  
p o s s i b i l i t y  of peop le  g e t t i n g  r e a l l y  f r i g h t e n e d  and r e spond ing  i n  some 
way- -

MR. HELLER. L ike  t h e  s t o c k  marke t ,  I t h i n k  i t ’ s  go ing  t o  
bounce back .  

MR. J O H N S O N .  A t  t h i s  s t a g e .  r e a l l y ,  t h e  p e r c e p t i o n  i n  t h e  
m a r k e t s ,  g iven  t h e  new wor ld  w e  a r e  i n ,  t r y i n g  t o  defend  t h e  d o l l a r  
w i t h  h i g h e r  i n t e r e s t  rates h e r e - - I  t h i n k  t h a t ’ s  where you would see a 
t a i l s p i n .  

CHAIRMAN GREENSPAN. I t h i n k  we have t o  remember what t h e  
i s s u e  o f  t h e  d o l l a r  i s .  I t  i s  n o t  t h a t  it i s  f a l l i n g  p e r  se, b u t  t h a t  
whatever  it i s  do ing  c r e a t e s  a judgment i n  t h e  market  t h a t  it w i l l  
c o n t i n u e  t o  do t h a t .  There  a r e  r e a l l y  two ways t o  l o o k  a t  t h i s  and 
t h a t  i s  r e a l l y ,  I t h i n k ,  what d i v i d e s  t h e  economic f r a t e r n i t y  a t  t h i s  
s t a g e .  I f .  somehow, somebody cou ld  wave a wand and move t h e  exchange 
r a t e  down s h a r p l y  t o  a p o i n t  where t h e  e x p e c t a t i o n  of f u t u r e  change 
was z e r o ,  t h e n  t h e  y i e l d  s p r e a d s  between i n t e r m e d i a t e  o r  l o n g - t e r m
i s s u e s  i n  d o l l a r s  and t h o s e  denominated i n  t h e  o t h e r  c u r r e n c i e s  would 
d r a m a t i c a l l y  come t o g e t h e r :  and we would g e t  t h e  t y p e  of s t a b i l i t y
t h a t  we would l i k e .  The problem, u n f o r t u n a t e l y .  i s  t h a t  t h e  o ther  
p o t e n t i a l  i s  t h a t  a s h a r p l y  [ f a l l i n g ]  d o l l a r  mere ly  w i l l  be 
e x t r a p o l a t e d ,  a s  Sam Cross  h a s  i m p l i e d .  Here ,  we d o n ’ t  know, l a r g e l y
because  we d o n ’ t  know where t h e  bot tom i s .  Obv ious ly ,  t h e  lower  w e  
a r e  t h e  c l o s e r  t h e  bot tom i s ,  by d e f i n i t i o n .  Exchange r a t e s  t e n d  t o  
b e  n o n - n e g a t i v e .  though sometimes you wonder.  Judg ing  from t h e  way 
t h e  marke t s  have been behaving  t h e  l a s t  s e v e r a l  weeks,  I t h i n k  t h e  
p r o b a b i l i t i e s  t h a t  a f r e e f a l l  i s  abou t  t o  happen o r  cou ld  happen have 
d i m i n i s h e d .  U n f o r t u n a t e l y ,  t h e  t r o u b l e  i s  t h a t  even  i f  t h e  
p r o b a b i l i t i e s  have d i m i n i s h e d ,  t he  consequences  of t h a t  e v e n t  a r e  
ex t r eme ly  dange rous .  Even i f  we g e t  t o  t h e  p o i n t  where we a r e  a l l  
f u l l y ,  u n e q u i v o c a l l y .  convinced t h a t  t h e r e  a r e  no secondary  r e a c t i o n  
problems i n  t h e  exchange r a t e .  I t h i n k  w e  had b e t t e r  keep up o u r  
gua rd .  

MR. ANGELL. If  we were t o  go  back t o  1983 and 1984 and have 
peop le  look  a t  it i n  t e r m s  of  where t h e  d o l l a r  shou ld  have been a t  
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t h a t  p o i n t  i n  t i m e ,  t h e  d o l l a r  d i d n ’ t  s t a y  w i t h i n  what anyone would 
s u g g e s t  was a workable  U .S .  b a l a n c e - o f - t r a d e  l e v e l .  When t h e  market  
cou ld  go t o  t h e  ex t reme on t h e  u p s i d e  and run  t h e  d o l l a r  up t o  1 6 1  on 
our  index--when any c a r e f u l  a n a l y s i s  would s a y  t h a t  t h a t  d i d n ’ t  make 
any sense- -why do you have such  conf idence  t h a t  somehow o r  o t h e r  on 
t h e  downside t r u e  market  f o r c e s  w i l l  p r e v a i l  i n  t h e  mids t  of p o l i t i c a l
whims and a p o l i t i c a l  c l i m a t e  t h a t  cou ld  be d e v a s t a t i n g ?  A t r u l y
f l o a t i n g  exchange r a t e  environment  i s  r e a l l y  q u i t e  d i f f e r e n t  t h a n  an 
environment  i n  which you have p o l i t i c a l  p o s t u r i n g  and t h e n  it a p p e a r s  
t h a t  [ t h e  f l o a t i n g  exchange r a t e  environment]  i s  gone.  I t  seems t o  me 
t h a t  t h e r e  i s  ex t reme danger  t h a t  a t  some p o i n t  i n  t i m e  t h e  d o l l a r  
cou ld  become a s e r i o u s  problem. Given t h e  T r e a s u r y ’ s  p o l i c y ,  I t h i n k  
we have o n l y  one c h o i c e :  we have t o  make domes t i c  p r i c e  l e v e l  
s t a b i l i t y  o u r  pr imary  o b j e c t i v e  and.  i f  t h e  world b e l i e v e s  t h a t ,  t h e n  
I t h i n k  t h e  d o l l a r  w i l l  be okay. 

CHAIRMAN GREENSPAN. The o n l y  way w e  can  do t h a t  i s  t o  
e l i m i n a t e  i n t e r v e n t i o n ,  assuming it works i n  t h e  f i r s t  p l a c e ,  and do 
it t h r o u g h  market  r a t e s .  

MR. ANGELL. Of c o u r s e .  

CHAIRMAN GREENSPAN. And you w i l l  f i n d ,  a s  you j u s t  h e a r d ,  
t h a t  you have peop le  who d o n ’ t  a g r e e  w i t h  you on t h e  o t h e r  s i d e  of 
t h i s  t a b l e .  

V I C E  CHAIRMAN CORRIGAN.  I d o n ’ t  t h i n k  i t ’ s  q u i t e  t h a t  b l a c k  
and w h i t e .  I t h i n k  t h e r e  i s  something o f  a workable  middle  ground and 
we have t o  t r y  t o  f i n d  it. 

CHAIRMAN GREENSPAN. T h a t ’ s  what w e ’ r e  do ing  a t  t h e  moment. 

V I C E  CHAIRMAN CORRIGAN. Manley, when y o u ‘ r e  t a l k i n g  abou t  a 
b rave  new w o r l d ,  t h e  t h i n g  t h a t  i s  most new and most b rave  abou t  t h i s  
wor ld  r i g h t  now i s  t h a t  w e  have no p o l i c i e s .  We have no f i s c a l  
p o l i c i e s :  w e  have no exchange r a t e  p o l i c i e s ,  

MR.  J O H N S O N .  T h a t ’ s  e x a c t l y  what I mean. There  a r e  a l o t  of  
t h i n g s  new h e r e :  t h e r e  a r e  a l o t  of changes  i n  e x p e c t a t i o n s .  We 
r e a l l y  d o n ’ t  know. We a r e  on uncha r t ed  w a t e r s .  

MR. ANGELL. But i n s t a b i l i t y  b r e e d s  i n s t a b i l i t y ,  and t h a t ’ s  
someth ing  we have t o  be  v e r y  c a r e f u l  o f .  

MR. JOHNSON.  Maybe I ’ m  of f  i n  t h e  bushes  somewhere, b u t  I 
t h i n k  i t ’ s  c l e a r  t o  t h e  market  t h a t  t h e  r i s k  on t h e  d o l l a r  t o d a y  i s  
main ly  b e i n g  caused  by f o r e i g n  c e n t r a l  banks who a r e  r e s i s t i n g  t h e  
k i n d s  of p r e s s u r e s  on t h e i r  marke t s  and a r e  f o r c i n g  t h e  d o l l a r  down. 
For  us t o  t r y  and d e a l  w i t h  t h a t  s i t u a t i o n  h e r e  would be  c a t a s t r o p h i c .  

MR. ANGELL. Being i n  such  a p o s i t i o n ,  w i t h  o u r  f i s c a l  
d e f i c i t  and our  b a l a n c e  of t r a d e  d e f i c i t ,  a s  a n e t  d e b t o r  n a t i o n ,  I 
d o n ’ t  u n d e r s t a n d  how w e  t h i n k  w e  ought  t o  blame a l l  t h e s e  problems on 
someone e l s e .  To m e .  t h a t ’ s  n a i v e .  We have t o  run  p o l i c y  i n  a manner 
t h a t  i s  c o n s i s t e n t  and sound.  And w h a t ’ s  a p p r o p r i a t e  f o r  o u r  domest ic  
economy can  v e r y  w e l l  be a p p r o p r i a t e  f o r  t h e  o t h e r s ,  i f  we c o n s i d e r  
p r i c e  l e v e l  s t a b i l i t y  i m p o r t a n t .  
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CHAIRMAN GREENSPAN. We a r e  now on agenda i t e m  1 2  o r  13 .  May 
I a s k  you t o  h o l d  such  remarks u n t i l  we d i s c u s s  p o l i c y  q u e s t i o n s ?  Are 
t h e r e  any more s p e c i f i c  q u e s t i o n s  o f  Sam? He neve r  had a chance  t o  
answer q u e s t i o n s .  

MR. HOSKINS. I have one q u e s t i o n - - a n d  t h i s  i s  back on t h e  
d o l l a r  a g a i n - - a n d  it h a s  t o  do w i t h  your  s e n s e  of any l a r g e  s h o r t  
p o s i t i o n s  c u r r e n t l y  i n  t h e  marke t .  I n  o t h e r  words,  i s  t h e r e  a 
p e r c e p t i o n  t h a t  t h e  o n l y  r i s k  i s  on t h e  downside and n o t  on t h e  up? 
If t h a t  i s  t h e  c a s e - -

MR. CROSS. We d o n ’ t  g e t  t h e  i m p r e s s i o n  t h a t  t h e r e  i s  an 
o p p o r t u n i t y  t o  f l i p  it and g e t  a b i g  run  on t h e  o t h e r  s i d e .  The 
c o r p o r a t i o n s  have been n o t i c e a b l e  n o n p a r t i c i p a n t s  f o r  some t i m e ,  
g e n e r a l l y  s p e a k i n g :  everybody t ended  t o  s i t  on t h e i r  hands d u r i n g  a l l  
of t h i s  chaos  t h a t  was o c c u r r i n g  i n  t h e  marke t .  S o ,  t h e  s h o r t  answer 
i s .  I ’ m  s u r e  t h e r e  a r e  a l o t  of peop le  s h o r t i n g  t h e  d o l l a r  b u t  we a r e  
n o t .  s o  f a r  a s  w e  can  t e l l ,  i n  a t e c h n i c a l  p o s i t i o n  where w e  cou ld  
f l i p  t h a t  and g e t  a runup.  

MR. PARRY. Doesn’ t  t h e  f u t u r e s  market  s u p p o r t  t h a t  
c o n c l u s i o n ?  

MR. CROSS. Yes. 

CHAIRMAN GREENSPAN. Does anyone have any f u r t h e r  q u e s t i o n s
f o r  Sam? 

MR. CROSS.  On t h e  q u e s t i o n  o f  [ u n i n t e l l i g i b l e ] ,  t h e  F e d e r a l  
Reserve  does  have t h e  l e g a l  a u t h o r i t y  t o  i n t e r v e n e  and t h e  T r e a s u r y
has  t h e  l e g a l  a u t h o r i t y  t o  i n t e r v e n e .  But t h e r e  a r e  a number of 
s t a t e m e n t s  and l e t t e r s  and s o  f o r t h  t o  t h e  Congress  which i n d i c a t e  
t h a t  from t h e  p o i n t  of view o f  t h e  F e d e r a l  Rese rve ,  we w i l l  o p e r a t e  i n  
c o o p e r a t i o n  and c o o r d i n a t i o n  w i t h  t h e  T r e a s u r y  on t h e s e  mat ters ,  g iven  
t h e  S e c r e t a r y  of t h e  T r e a s u r y ’ s  r o l e  i n  i n t e r n a t i o n a l  f i n a n c i a l  
p o l i c y .  And it i s  i m p o r t a n t  t h a t  we n o t  a c t  i n  d i r e c t  v i o l a t i o n  of 
T r e a s u r y ’ s  s t a t e d  v i ews :  o r  i f  we d i d ,  i t  would be  such  a major  e v e n t  
t h a t  w e  would f e e l  it n e c e s s a r y  t o  t e l l  t h e  Congress .  So .  b a s i c a l l y ,  
we have o p e r a t e d  f o r  many, many y e a r s  on t h e  b a s i s  of t r y i n g  t o  work 
t h e s e  m a t t e r s  o u t  w i t h  t h e  T r e a s u r y .  

MR. BLACK. T h e r e ’ s  a c o n s t i t u t i o n a l  b a s i s  f o r  t h a t  p o s i t i o n .  

MR. C R O S S .  I ’ m  n o t  d i s p u t i n g  t h a t .  

CHAIRMAN GREENSPAN. T h e r e ’ s  a wonderfu l  d e b a t e  t h a t  goes on 
i n  t h e  l e g a l  l i t e r a t u r e .  which somebody gave me e a r l i e r  on and which I 
found f a s c i n a t i n g .  I came away from it d e c i d i n g  t h a t  t h i s  
[a r rangement ]  works i n  ways t h a t  a r e  v e r y  m y s t e r i o u s .  

MR. CROSS.  I have a n o t h e r  comment, M r .  Chairman. We have 
been o p e r a t i n g  t h r o u g h  t h i s  p e r i o d  more o r  less s imply  t o  res is t  t h e  
downward p r e s s u r e s  and n o t  i n  an a g g r e s s i v e  way. a s  you can  t e l l  from 
t h e  numbers.  We have  done $500 m i l l i o n  s i n c e  l a s t  Monday: t h e  
Japanese  have done abou t  a lmos t  and t h e  Germans have 
done a lmos t  And t h e r e  have been v e r y ,  v e r y  heavy
purchases  of d o l l a r s  by t h e  B r i t i s h .  p a r t l y  f o r  r e a s o n s  o t h e r  t h a n  t h e  
d o l l a r  s i t u a t i o n ,  b u t  it adds up t o  t o t a l  d o l l a r  pu rchases  i n  t h e  p a s t  
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week or so of, I would say. over $5 billion. So. we have done a 
relatively modest amount. 

CHAIRMAN GREENSPAN. If there are no other questions, I will 

seek a motion to ratify Mr. Cross’ activities. I also need a motion 

to approve a one-year extension in the swap line agreements.

Approved. Mr. Sternlight. 


MR. STERNLIGHT. [Statement--seeAppendix.] 


CHAIRMAN GREENSPAN. Why don’t we wait [on the leeway

recommendation] and see first if there are any questions on your

report? 


MR. MELZER. Peter. on your assumption of excess reserves of 

$1.2 billion, how long do you think that will be in place? 


MR. STERNLIGHT. Well, in fact, we upped that a little 

further yesterday, President Melzer, to $1.5 billion based on what we 

were seeing from actual holdings of excess by some of the smaller 

institutions that already had a lot, and because some of the major

institutions had built up such a lot of excess that we didn’t think 

they could get rid of it all and still have some positive balance on 

the day. That’s relevant to this current reserve period: we will be 

looking again at the next reserve period. I have no reason to think 

that we would be thinking in such high terms for the next reserve 

period, but we’ll have to evaluate it as we get into it. 


MR. MORRIS. Peter, during most of the year, the bond market 

has been very sensitive to the foreign exchange rate, but in recent 

days we have seen the dollar under a lot of pressure and that has not 

been transmitted significantly to the bond market. How do you

appraise this? 


MR. STERNLIGHT. I think it’s a bit of an on-and-offthing 
now. It certainly is not the overwhelming presence and the tick-for-
tick linkage that was there early in the year, although on some recent 
days the bond market has weakened in response to the dollar weakening.
But, as I mentioned, I thought one reason for that linkage having been 
muted recently was that [market participants] saw the earlier 
weakening of the dollar as likely to be followed very rapidly by some 
tightening of monetary policy. whereas in the current context, they
don’t see that as following on so quickly. There is still concern, 
though, that a weaker dollar is a discouraging factor either to new 
inflows of foreign capital into our market or perhaps a reason for 
foreigners with existing holdings in our market to want to pull out. 
So there does remain some sensitivity, but I think it’s less. 

CHAIRMAN GREENSPAN. I think we have to be careful here when 
we say that a lower dollar basically induces individuals to be less 
interested in dollars. Obviously, that goes against everything else 
we know: that the lower the price, the greater the demand. In a 
technical sense. every time we get a change in the exchange rate which 
leads to a change in long-term yields, what we are looking at, in 
effect, is a change in the far-distant forward position of the 
exchange rate. In other words, if the exchange rate is falling and 
the bond market is collapsing--assume it’s against the yen and the 
yen-denominated securities are not moving--what effectively is 
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happening is that the short-term decline in the dollar-yen
relationship is creating an expectation of a very much sharper decline 
in the future. That’s the critical issue. It is the expected rate of 
forward deterioration in the exchange rate which translates into basis 
points on the yield spread in the long-term, risk-free instruments. 
And, it is conceivable that we will get to a point--atsome point, I 
hope--that the exchange rate will arrive at a level which the markets 
perceive will not go very much further, and the forward position of 
the dollar will begin to rise and we will get a decline in long-term
interest rates. The danger here is that with the huge block of U.S. 
dollar-denominated securities outstanding, psychological cracks could 
induce tremendously rapid changes and create high degrees of 
instability. So. I think that something happened last week. I think 
one can argue that there has been an odd form of delinking--thatthere 
is a presumption that declines in the dollar do not imply that there 
will be future declines in the dollar. The trouble is that it might
be what happened last week, and it may be what’s happening this week, 
yet next week the markets might turn right around on us and go in the 
other direction. But, I do think it’s important not to think of it in 
the sense of a tight linkage about what Federal Reserve policy is 
going to do. although it does seem that way. I think we have to 
remember that we are dealing with real variables and that the markets 
tell us a great deal in this respect. 

MR. JOHNSON. Peter. my interpretation of what has gone on in 

the bond market lately is simply that it was just some backing off 

from some of the flight to quality. When things were extremely

sensitive and unstable. we had a lot of movement in the Treasury

securities on the long and the short end--maybea little more on the 

short end, but a lot all over the yield curve. And I think as the 

stock market has shown some stability over the last several days. we 

probably have seen less pessimism there, and probably some movement 

back out of the quality assets-I don’t know if back into the stock 

market, but maybe into other types of instruments. I don’t know what 

your reading is, but if that really is going on. it seems to me that 

maybe those excess reserves will start to wind down a little. My 

guess is that quality spreads look a little better than they did 

before: maybe not, but that’s my impression. 


MR. STERNLIGHT. I have some impression of some of those 
tensions abating, some subsiding of the flight to quality. Somebody 
was saying a couple of days ago that the flight to quality has landed: 
I think that is probably going too far. But I think there is some 
backing away from that. Nevertheless, I think it remains a basically
sensitive picture. I just had a report a few minutes ago indicating a 
further stock price decline today. It was down 40 some points in the 
opening half hour or so .  

MR. KOHN. It was down 60 points at five after ten and bill 

rates were going back down again. 


CHAIRMAN GREENSPAN. What was the bond market doing? 


MR. KOHN. It was essentially unchanged. but it had been down 

sharply earlier and has rallied. 


MR. PARRY. I have a question about borrowing. Since October 

19th there has been a change in the willingness to borrow. What are 
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your  a s sumpt ions  abou t  how t h e  demand f o r  borrowing may change ove r  
t h e  n e x t  week o r  two? Are you assuming t h a t  b a s i c a l l y  t h e  s h i f t  i s  
going  t o  c o n t i n u e  ove r  t h a t  p e r i o d  o r  t h a t  t h e r e  i s  go ing  t o  be  a 
r e s t o r a t i o n  o f  more normal r e l a t i o n s ?  

MR. STERNLIGHT. I t h i n k  i t ’ s  t e r r i b l y  h a r d  t o  s a y .  My s e n s e  
would b e ,  a s  you s a y  P r e s i d e n t  P a r r y ,  t h a t  t h e r e  h a s  been some 
r e l u c t a n c e  t o  borrow: b u t  i t ’ s  v e r y ,  v e r y  d i f f i c u l t  t o  come up w i t h  
even t h e  rough and ready  k i n d s  o f  pronouncements t h a t  we have t r i e d  t o  
make i n  t h e  p a s t  about  a r e l a t i o n s h i p  between borrowing and expec ted  
f u n d s  r a t e s .  

MR. PARRY. Wouldn’t  t h a t  s u g g e s t  t h a t  a s  l o n g  as there  i s  
t h a t  u n c e r t a i n t y  i t ’ s  p robab ly  w i s e r  t o  f o c u s  on r a t e s  r a t h e r  t h a n  
bor rowing  l e v e l s ?  

MR. STERNLIGHT. Well, I t h i n k  there  h a s  t o  be  a lot of 
f l e x i b i l i t y  i n  a n y t h i n g  we t r y  t o - -

MR. PARRY. I ’ m  s o r r y ,  I ’ m  n o t  used t o  u s i n g  words l i k e  t h a t !  

CHAIRMAN GREENSPAN. What’s t h e  funds  r a t e  e x p e c t a t i o n  a t  
$ 4 5 0  m i l l i o n  borrowing under  normal c o n d i t i o n s ?  

MR. PARRY. P robab ly  7 p e r c e n t  o r  a l i t t l e  be low.  

MR. KOHN. Seven p e r c e n t  o r  a l i t t l e  below.  I guess  t h e  
e q u a t i o n s  t h a t  we e s t i m a t e d  might  s a y  a b i t  below 7 p e r c e n t - - p e r h a p s  
6 - 3 / 4  o r  6 - 7 / 8  p e r c e n t .  

MR. PARRY. T h a t ’ s  what I t h i n k .  

MR. HOSKINS. L e t  me a s k  P e t e r  a q u e s t i o n .  I might  b e  t o o  
s e n s i t i v e  t o  t h e  m a r k e t s ,  hav ing  j u s t  l e f t  t h o s e  wharves .  But i n  t h i s  
environment  i f ,  f o r  t e c h n i c a l  r e a s o n s ,  t h e  funds  r a t e  were t o  t r a d e  
above 7 p e r c e n t ,  what i n  your  judgment would t h e  p e r c e p t i o n  be w i t h  
r e s p e c t  t o  e i t h e r  F e d e r a l  Reserve  p o l i c y  i n  g e n e r a l  o r  t h e  l i n k a g e  t o  
t h e  d o l l a r ?  

MR. STERNLIGHT. I guess  it would depend p a r t l y  on whether  it 
was p e r c e i v e d  t h a t  what was happening  was o c c u r r i n g  f o r  some 
d e l i b e r a t e  r e a s o n  on o u r  p a r t  o r  d e s p i t e  what w e  were do ing .  The 
i n t e r p r e t a t i o n  o f  i t  would depend on how our  r o l e  was s e e n  i n  t h e  
whole t h i n g .  A good many peop le  would s a y  t h a t ’ s  i n  t h e  r ange  of 
t h e i r  e x p e c t a t i o n ,  I suppose .  If I had t o  p i n p o i n t  an expec ted  range  
now, n a r r o w l y ,  it might  be 7 p e r c e n t  o r  a shade  under :  b u t  I d o n ’ t  
t h i n k  7 o r  7-118 p e r c e n t  c ropp ing  up o c c a s i o n a l l y  would be t e r r i b l y  
d i s t u r b i n g  i n  t h a t  c o n t e x t ,  e i t h e r .  

CHAIRMAN GREENSPAN. Governor Sege r .  

MS. SEGER. I j u s t  have two q u e s t i o n s  i n  areas t h a t  I need t o  
be educa ted  on.  F i r s t ,  when you were t a l k i n g  abou t  o u r  p o l i c y  of 
l e n d i n g  s e c u r i t i e s .  d i d  I h e a r  you s a y  t h a t  w e  had n o t  been w i l l i n g  t o  
l e n d  f o r  a s h o r t  s a l e ?  Maybe I j u s t  d i d n ’ t  h e a r  you .  

MR. STERNLIGHT. Yes,  t h a t  h a s  been t h e  p a s t  s t a n d a r d .  
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MS. SEGER. How do we know? Do you ask them in advance what 

they are going to do with the proceeds? 


MR. STERNLIGHT. They certify that they are not borrowing to 

facilitate a short sale. 


MS. SEGER. I see. My second question: When we have been 

so-called "accommodative" in the last couple of weeks, why have we 

done all these transactions with repos? I realize a million dollars 

worth of repos has the same reserve impact as a million dollars of 

direct purchases of T-bills. but I think the market perception of what 

we are doing is different in the one versus the other. I guess I just

don't understand why we have done it [that way]. 


MR. STERNLIGHT. In mid-October, the beginning of that 
period, the outlook was that we had a reserve need for what is now the 
current period but that in the following period there would be only a 
modest reserve need. So.  if we had done a lot of outright buying then 
we would have had a concern that we would come up to an overabundance 
of reserves and it could be awkward, as these are not the kinds of 
markets where we would want to try to be going in and draining 
reserves. As the period went along. we kept getting revisions of the 
out periods, so it looked as though we would have a more long-term
need. If one had it to do over again. it might have made sense to 
have done some purchases outright. I don't think our broad purposes
of providing liquidity were ill-served by concentrating on repurchase 
agreements, though. This gave us a chance to have a rather continual 
presence and to be providing relief to what was potentially one of the 
very sore points in the system. the ability to get day-to-day
financing. So I don't think that part of it worked out too badly. 

MS. SEGER. Thank you. 


CHAIRMAN GREENSPAN. Any other questions for Mr. Sternlight?

You have a recommendation? 


MR. STERNLIGHT. Yes. Mr. Chairman. I have a leeway request.
Current projections suggest a somewhat enlarged need for outright
purchases in the upcoming intermeeting period. Normal seasonal needs 
for currency and increased required reserves could be enlarged even 
further if current financial market tensions persist. While we may 
want to leave a sizable margin of needs to be met with repurchase 
agreements, it would also be useful to have the flexibility for 
substantial outright activity. I recommend a $3 billion temporary
increase in the normal $ 6  billion leeway, although we may not need 
very much of the enlarged amount. 

CHAIRMAN GREENSPAN. Why don't we separately move on the 

actions the Manager has taken since the September meeting and then 

settle the motion on the specific request? Motions approved. Mr. 

Prell. 


MR. PRELL. [Statement--seeAppendix.] 


MR. MORRIS. Mr. Chairman. yesterday I talked to Tom Jester 

of the Survey Research Center at the University of Michigan and he 

said that in a survey taken after the stock market decline, that 

decline turned out to have had a very sharp effect on consumer 
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c o n f i d e n c e .  H e  s a i d  t h e y  t h i n k  t h e  b i g  e f f e c t  i s  n o t  go ing  t o  be t h e  
w e a l t h  e f f e c t  on consumer spend ing  b u t  t h e  u n c e r t a i n t y .  H e  t h i n k s  
consumers’  reduced c o n f i d e n c e  l e v e l  a s  t o  t h e  f u t u r e ,  g e n e r a l l y .  i s  
l i k e l y  t o  produce  a major  slowdown i n  consumer spend ing .  H e  t h i n k s  
t h e  conf idence  i n d e x  t h e y  r e p o r t  w i l l  be showing abou t  a 10  p e r c e n t  
drop  when i t  n e x t  comes o u t .  

CHAIRMAN GREENSPAN. We a l s o  go t  t h e  Conference  Board i n d e x  
i n  a p o s t  October  1 9 t h  [ su rvey]  and it d i d n ’ t  show t h a t  a t  a l l .  So we 
have a problem on how t o  r e a d  t h e s e  t h i n g s .  Mike, why d o n ’ t  you 
r e p o r t  on t h e  d i f f e r e n c e s  f o r  j u s t  a second? 

MR. PRELL. Wel l ,  b o t h  o f  them were down. The Michigan
s u r v e y ’ s  s e n t i m e n t  i n d e x  was down. a s  P r e s i d e n t  Mor r i s  n o t e d .  i n  t h e  
p e r i o d  a f t e r  October  1 9 t h .  B a s i c a l l y ,  t h e y  had abou t  a t h i r d  o f  t h e i r  
month’s  sample i n  t h a t  p e r i o d  and t h e y  looked  a t  t h a t  group a l o n e .  
Obv ious ly ,  t h e  s t a t i s t i c a l  r e l i a b i l i t y  i s  l e s s ,  b u t  t h e y  f e l t  t h a t  t h e  
s h a r p  d rop  was s t a t i s t i c a l l y  s i g n i f i c a n t .  That  pu t  t h e  l e v e l  w e l l  
below t h e  p l a t e a u  w e  have been a t ,  and t h a t  i s  t h e  c l e a r  d i s t i n c t i o n  
from t h e  p i c t u r e  t h a t  one g e t s  i n  l o o k i n g  a t  t h e  v e r y  l i m i t e d  p o l l
t h a t  t h e  Conference Board d i d  a f t e r  October  1 9 t h .  That  showed a d r o p .  
b u t  it was o n l y  a s m a l l  d e p a r t u r e  f rom a v e r y  s t r o n g  u p t r e n d  i n  t h e  
l a s t  s e v e r a l  months:  i t  seems t o  have r e f l e c t e d  p e o p l e ’ s  p e r c e p t i o n s
t h a t  t h e  j o b  o p p o r t u n i t i e s  were v e r y  good, and t h a t  p r o p e l s  t h a t  i n d e x  
d i r e c t l y  i n  a way t h a t  t h e  Michigan i n d e x  d o e s n ’ t  r e f l e c t .  

CHAIRMAN GREENSPAN. P r e s i d e n t  P a r r y .  

MR. PARRY. Mr. Chairman. I have a comment and two q u e s t i o n s  
conce rn ing  t h e  Greenbook f o r e c a s t .  My comment: c o n s i d e r i n g  t h e  modest 
w e a l t h  and c o s t  o f  c a p i t a l  e f f e c t s  o f  t h e  s t o c k  market  d e c l i n e ,  and 
a l s o  what i s  r e f e r r e d  t o  a s  a n  expec ted  a p p r e c i a b l e  f a l l  i n  i n t e r e s t  
r a t e s ,  i t ’ s  s u r p r i s i n g  t o  me t o  s e e  r e a l  growth f o r  1988 a t  l e s s  t h a n  
2 p e r c e n t .  Now, my f i r s t  q u e s t i o n  d e a l s  w i th  r e a l  d i s p o s a b l e  income. 
We have t a l k e d  abou t  t h i s  i n  t h e  p a s t  b u t  I t h i n k  it h a s  even g r e a t e r
impor tance  t o d a y .  Rea l  d i s p o s a b l e  income i n  t h e  Greenbook f o r e c a s t  
r i s e s  s o  s l o w l y  r e l a t i v e  t o  r e a l  GNP t h a t  I r e a l l y  doubt  t h a t  t h a t  
f o r e c a s t  w i l l  o c c u r .  The d i f f e r e n c e  i n  growth r a t e s  i s  1 . 2  p e r c e n t a g e  
p o i n t s .  I n  our  f o r e c a s t ,  t h e r e ’ s  a d i f f e r e n c e  of one t e n t h  o f  a 
p o i n t :  i n  t h e  Blue  Chip consensus  o f  30  economis t s .  i t ’ s  two t e n t h s  o f  
a p o i n t .  A d i s t i n c t i o n  of t h a t  magni tude i s ,  I t h i n k ,  p r e t t y  much 
w i t h o u t  h i s t o r i c a l  p r e c e d e n t .  I t  i s  my u n d e r s t a n d i n g  t h a t  t h e  way
t h a t  o c c u r s  i s  t h a t  you have an i n c r e a s e  i n  i n f l a t i o n  a s  a r e s u l t  o f  
h i g h e r  impor t  p r i c e s ,  which c a u s e s  t h e  PCE d e f l a t o r  t o  r ise  v e r y
s u b s t a n t i a l l y  r e l a t i v e  t o  t h e  GNP d e f l a t o r .  And, a s  I am s u r e  you 
know, t h e  r e l a t i o n s h i p  between t h e  PCE d e f l a t o r  and t h e  GNP d e f l a t o r  
i s  one  of t h e  most s t a b l e  r e l a t i o n s h i p s  we have .  We looked  back  t o  
1973 and t h a t  r e l a t i o n s h i p  v a r i e d  between . 988  and 1 .021 .  I n  t h e  
f o r e c a s t .  i t  g e t s  up t o  1 . 0 2 6 ,  which i s  an i n c r e d i b l y  h i g h  l e v e l .  I 
d o n ’ t  t h i n k  it has  e v e r  been t h a t  h i g h .  And my q u e s t i o n  i s :  If you 
had a r a t i o  between t h e  PCE d e f l a t o r  and t h e  GNP d e f l a t o r  which i s  
more t r a d i t i o n a l ,  how would t h a t  a f f e c t  t h e  s t a f f ’ s  f o r e c a s t  o f  b o t h ?  

MR. PRELL. C l e a r l y ,  one o f  t h e  t h i n g s  i n  our  f o r e c a s t  t h a t  
a l l  a l o n g  h a s  been a key f a c t o r  a f f e c t i n g  t h e  p a t t e r n  o f  o u t p u t  growth
happened we b e l i e v e .  i n  l a r g e  p a r t .  because  of t h e  exchange r a t e  
d e p r e c i a t i o n .  P a r t l y  because  of t h e  o i l  p r i c e  movements e a r l i e r ,  w e  
b e l i e v e d  t h a t  we would have some e r o s i o n  o f  r e a l  d i s p o s a b l e  income 
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growth and t h u s  some damping o f  consumer demand, which would r e l e a s e  
t h e  r e s o u r c e s  t o  s u p p o r t  t h e  s u b s t a n t i a l  improvement i n  r e a l  n e t  
e x p o r t s .  I might  j u s t  s a y  t h a t  t h e  p a t t e r n  we a r e  p r o j e c t i n g  i s  n o t  a 
d e p a r t u r e  f rom what w e  have been s e e i n g  ove r  t h e  p a s t  y e a r  o r  s o .  
R a t h e r  c o n s i s t e n t l y ,  PCE p r i c e s  have been r i s i n g  f a s t e r  t h a n  GNP 
p r i c e s  i n  a p e r i o d  i n  which r e a l  d i s p o s a b l e  income growth h a s  been 
c o n s i d e r a b l y  s lower  t h a n  r e a l  GNP growth.  We have a c o n t i n u i n g  
d e c l i n e  of t h e  d o l l a r  i n  o u r  f o r e c a s t  and we have a c o n t i n u a t i o n  of 
t h i s  p a t t e r n  o f  r e l a t i v e  p r i c e  movements. We looked  a t  t h e  h i s t o r i c a l  
r e c o r d .  We t h i n k  t h e r e  a r e  p e r c e p t i b l e  r e l a t i v e  p r i c e  movements t h a t  
can  be seen  d u r i n g  a p e r i o d  o f  t h e  d o l l a r ’ s  a p p r e c i a t i o n - - a n
i n t e r r u p t i o n  of a p r e v i o u s  t r e n d .  W e  have  s e e n  t h i s  r a t i o  of  PCE 
p r i c e s  t o  GNP p r i c e s  r i s i n g  r a t h e r  markedly ove r  t h e  p a s t  y e a r  and we 
expec t  t h a t  t o  c o n t i n u e .  C l e a r l y .  if somehow t h i s  d i d n ’ t  o c c u r ,  t h e r e  
would be  i m p l i c a t i o n s  f o r  income s h a r e s  and o u t p u t  p a t t e r n s  t h a t  cou ld  
s i g n i f i c a n t l y  a f f e c t  t h e  o u t l o o k .  We t h i n k  t h i s  r e a l l y  has  been a 
p e r c e p t i b l e  t r e n d  r e c e n t l y  and t h a t  t h e  c o n d i t i o n s  t h a t  b rough t  t h a t  
abou t  w i l l  be p r e v a i l i n g  s t i l l  i n  t h e  f u t u r e .  

CHAIRMAN GREENSPAN. Bob, I t h i n k  it rests  on two i s s u e s :  
one i s  t h e  movement o f  impor t  p r i c e s  a t  a r a t e  h i g h e r  t h a n  domest ic  
p r i c e s :  second,  and j u s t  a s  i m p o r t a n t ,  i s  t h e  renewed s h a r e  o f  i m p o r t s
i n  t o t a l  domes t i c  demand. You need b o t h  t o  have t h i s  e f f e c t .  The 
i n t e r e s t i n g  q u e s t i o n  i s :  How do you g e t  t h i s  s m a l l  a number? Is it 
t h e  f a c t  t h a t  your  impor t  p r i c e  e s t i m a t e s  a r e  much lower t h a n  t h e  
s t a f f ‘ s ?  

MR. PARRY. No. I t h i n k  what happens i n  t h e i r  f o r e c a s t  i s  
t h a t  t h e  h i g h e r  impor t  p r i c e s  show up v e r y  d r a m a t i c a l l y  on t h e  
consumption s i d e  b u t  n o t  on t h e  inves tmen t  s i d e .  

CHAIRMAN GREENSPAN. But we a r e  i m p o r t i n g  computers  on which 
t h e  p r i c e s  a r e  go ing  down: t h a t ’ s  p robab ly  t h e  r e a s o n  t h a t  i t ’ s  
happening .  

MR. PARRY. Well .  pe rhaps  t h i s  w i l l  happen ,  b u t  I d o n ’ t  
t h i n k  it h a s  happened t o  d a t e .  I ’ m  n o t  s u r e .  I w i l l  have t o  look  a t  
t h e  1987 d a t a ;  I ’ m  n o t  s u r e  w e  a g r e e  on t h a t  i n  t h e  second h a l f .  

CHAIRMAN GREENSPAN. I t h i n k  y o u ’ r e  r a i s i n g  a t e r r i b l y  
i m p o r t a n t  q u e s t i o n  h e r e .  I t h i n k  i t ’ s  i m p o r t a n t  t h a t  we g e t  t h a t  
r i g h t .  

MR. PRELL.  I f  I cou ld  j u s t  c i t e  some f i g u r e s :  Going back t o  
t h e  t h i r d  q u a r t e r  o f  1986. t h e  PCE f i x e d - w e i g h t  p r i c e  measure r o s e  1 
p e r c e n t a g e  p o i n t  f a s t e r  t h a n  t h e  GNP p r i c e s :  i n  t h e  f o u r t h  q u a r t e r  i t  
was 0 . 7  f a s t e r ;  i n  t h e  f i r s t  q u a r t e r  of 1987 it was 1 . 2  p e r c e n t a g e
p o i n t s  f a s t e r :  i n  t h e  second q u a r t e r  it was 1.1 f a s t e r :  and i n  t h e  
t h i r d  q u a r t e r  it was 0 . 8  f a s t e r .  We have a more modera te  r e l a t i v e  
movement i n  t h e  f o r e c a s t  t h a n  w e  have been e x p e r i e n c i n g .  We a l s o  have 
looked  a t  o u t s i d e  f o r e c a s t s  a n d ,  g e n e r a l l y .  t h e y  have t h i s  r e l a t i v e  
movement i n  a s i m i l a r  r ange :  some o f  them have it l e s s  t h a n  o u r s ,  some 
o f  them have  it c o n s i d e r a b l y  more t h a n  o u r s .  When w e  l o o k  a t  t h e  
f i x e d  inves tmen t  p r i c e s  and what might  be  going  on t h e r e ,  t h e r e  may be  
some w r i n k l e s  i n  terms of t h e  c o n s t r u c t i o n  o f  t h e  i n d e x .  A s  I 
unde r s t and  i t .  t h a t  i s  c o n s t r u c t e d  l a r g e l y  o u t  of P P I  d a t a .  which 
would be  t h e  d o m e s t i c a l l y  produced goods.  You might  n o t  have t h e  
d i r e c t  k ind  of impor t  p r i c e  measurement i n  t h e  way t h e s e  numbers a r e  
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constructed as yov do with consumer goods, which would sample imports

directly as well. That’s a minor factor. 


MR. PARRY. The statistical work that we have done indicates 

that all of the increase in the PCE over that period that you just

cited can be attributed to oil and none of it to foreign exchange. 


MR. PRELL. We would certainly be happy to consult further 

with your staff. In the second half of last year, energy prices in 

PCE were falling rapidly. 


MR. PARRY. Yes, but it depends on the lag, of course. 


MR. PRELL. Well, I guess we differ on this. We have had 
some discussion with your staff who raised the question with us and--

MR. PARRY. It’s a difference in the forecast. 


CHAIRMAN GREENSPAN. Governor Heller. 


MR. HELLER. One number that surprised me a little in the 

Greenbook--especiallythe contrast between the 1988 number and the 

1987 number--was the capacity utilization in manufacturing, which is 

inching up. If you look at producers’ durable equipment, it is still 

going up at a rate that is in excess of real GNP. The unemployment 

rate, as you pointed out, is leveling off. Is the driving force just

the composition of imports--thatthey have such a heavy weight in 

manufacturing? Or what explains the increase in the utilization rate? 


MR. PRELL. Obviously, a s  you know, it’s a confluence of two 
things. One is how fast industrial output is growing. which is quite
sensitive to the mix of output in the economy: and the improvement in 
trade is reflected in growth of industrial production and a 
manufacturing component that is stronger than overall GNP growth by a 
point or more next year. The other component in this calculation. 
obviously, is an assessment of capacity growth. Business fixed 
investment. which had been weak for a while, rebounded in the last 
couple of quarters: some of this rebound reflected a spurt in 
automobile sales which presumably will not be sustained. Of course, 
it takes a little while for growth in PDE to feed through the 
substantial increases in the stock of capital goods. We have a 
relatively weak investment outlook, so from that side of things we 
wouldn’t see tremendous additions to capacity over the coming year.
We have a relatively moderate growth in capacity--about3 percent or a 
bit below--

MR. HELLER. But that’s higher than your GNP number. That’s 

precisely the point. 


MR. PRELL. It’s higher than GNP but it is in line with the 
growth of industrial output and slightly below the manufacturing
growth rate. So we get this very slight inching up--itprobably
should not be called inching but milimetering up--ofthe capacity
utilization rate. Assessing capacity utilization is always difficult. 

As YOU know. we recently put out our annual revisions: the revisions 

didn’t really adjust the overall level very much but there were 

noticeable changes in some of the industries. We have to be alert to 
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whatever we can pick up on what is going on in actual capacity. The 

linkage between investment and actual capacity is not all that tight. 


MR. BLACK. Mike, with businesses having become so much 
leaner and meaner in recent years and increasingly willing to bring
about permanent layoffs and temporary layoffs. some of our  contacts 
have been telling us that if the downturn does intensify, they would 
expect the unemployment rate to jump pretty sharply because of this 
changing attitude on the part of businesses. Does that seem 
reasonable to you? If s o ,  have you factored it into these high
unemployment rates that you are projecting here? 

MR. PRELL. Well, I hope so.  Of course, to the extent that 
they are currently lean and have not been hoarding extra labor. as 
there are dips in output, there is not going to be as much room to 
reduce employment. Of course. once we have determined how aggressive
they are, then we would [know more about] how persistent the effect of 
weakness will be. We have distinctly slower employment growth in our 
forecast than we have been experiencing: and we do have the 
unemployment rate going up. read literally here. 0 . 4  of a point over 
the next couple of quarters from the 5.9 percent level we saw in the 
past month. It’s hard to say how far this would go once the process
is underway: but our forecast is one in which we have only a brief 
interruption of the recent growth path. And under those 
circumstances, we presume they would not have unloaded tremendous 
amounts of [unintelligible] labor. 

MR. BLACK. I agree pretty much with your forecast. It just

struck me as an interesting thought, since business people seem to 

feel that they will not hesitate this time like they sometimes have in 

the past. 


MR. PRELL. Many of them clearly have more flexibility than 
in the past because of their use of workers who were not strictly on 
their payrolls but were hired through temporary help firms. So, those 
workers probably would be laid off during--

MR. BLACK. It is interesting that they got so much leaner 
with such a big rise too in the participation rate in the labor force. 
It seems to have happened. 

MR. PRELL. Mr. Corrigan has probably perceived one of the 

sharpest jumps in unemployment. 


MR. BLACK. He may see some jumps of other types too. 


VICE CHAIRMAN CORRIGAN. I don’t know about the demand for 
BMWs and Mercedes, but that shouldn’t affect the productivity numbers 
too much. Actually. they should go up. 

CHAIRMAN GREENSPAN. Are there any further questions? 


MR. PARRY. It appears to me that recent developments have 
had a very substantial impact on [your forecast for] final sales and 
inventories in the fourth quarter. There’s a very large impact on 
inventories in the fourth quarter and then these unintended 
inventories are worked down over 1988 and that’s in large part why
growth is s o  weak in 1988. Why is there such a large impact on final 
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s a l e s  i n  t h e  f o u r t h  q u a r t e r ,  g iven  t h e  a s sumpt ions  abou t  modest 
impac t s  of w e a l t h  and c o s t  o f  c a p i t a l  e f f e c t s  i n  r e c e n t  developments
and a l s o  t h e  lower i n t e r e s t  r a t e ?  What if you have an i n v e n t o r y
s i t u a t i o n  t h a t  r e a l l y  c o l o r s  t h a t  e n t i r e  f o r e c a s t  v e r y  s u b s t a n t i a l l y  
th rough  t h e  end o f  1 9 8 8 ?  

MR. PRELL. Wel l ,  i t ’ s  v e r y  d i f f i c u l t  t o  a s s e s s  p r e c i s e l y  
what t h e  demand and p r o d u c t i o n  a d j u s t m e n t s  a r e  go ing  t o  b e  i n  t h i s  
s h o r t  p e r i o d  o f  t i m e .  A s  I sugges t ed  i n  my remarks ,  we b u i l t  i n  a 
f a i r l y  prompt r e s p o n s e  of consumption and we a l s o  b u i l t  i n  a f a i r l y  
prompt r e s p o n s e  o f  p r o d u c t i o n .  The i n v e n t o r y  accumula t ion  we have i s  
a combina t ion  of t h e  au tomobi l e  i n v e n t o r y  r e b u i l d i n g  t h a t  i s  o c c u r r i n g  
a s  s a l e s  have dropped of f  a f t e r  t h e  s p e c i a l  i n c e n t i v e  p e r i o d ,  and t h e  
au tomakers ’  hav ing  moved up t h e i r  p r o d u c t i o n  a b i t  from t h e  v e r y  low 
t h i r d - q u a r t e r  l e v e l .  We a l s o ,  t h o u g h ,  have  some s i g n i f i c a n t
accumula t ion  o u t s i d e  t h a t  s e c t o r .  Some of  t h a t  i s  i n v o l u n t a r y  b u t ,  
go ing  i n t o  t h e  e a r l y  p a r t  of  t h i s  q u a r t e r ,  some i s  s t i l l  v o l u n t a r y  i n  
t h e  m a n u f a c t u r i n g  s e c t o r  where it appeared  t h a t  i n v e n t o r i e s  were v e r y
l e a n  and t h a t  t h e r e  was some d e s i r e  t o  a t  l e a s t  keep t h e  s t o c k s  i n  
l i n e  w i t h  s a l e s .  So .  I t h i n k  i t ’ s  a m i x t u r e  of  v o l u n t a r y  and 
i n v o l u n t a r y  e l emen t s  t h a t  l e a d s  t o  some ad jus tmen t  e a r l y  n e x t  y e a r  i n  
p r o d u c t i o n .  B u t .  we have  assumed a r e l a t i v e l y  smooth p a t h  f o r  
developments  i n  t h e  n e x t  s e v e r a l  months.  

CHAIRMAN GREENSPAN. A f t e r  t h e  f o u r t h  q u a r t e r ?  

M R .  PRELL. Apar t  f rom t h e  a u t o  s i t u a t i o n .  

CHAIRMAN GREENSPAN. Governor S e g e r .  

MS. SEGER. I j u s t  wanted t o  t e l l  Mike t h a t  I admire  h i s  
courage  f o r  a t t e m p t i n g  t o  p u t  s p e c i f i c  numbers down on a s h e e t  o f  
pape r  b e c a u s e ,  a l t h o u g h  I ’ m  o l d e r  t h a n  most of t h e  peop le  s i t t i n g  a t  
t h i s  t a b l e .  I c a n ’ t  t h i n k  o f  a t ime i n  my l i f e t i m e  when we have had 
comparable  e v e n t s  i n  t h e  f i n a n c i a l  m a r k e t s .  So I ’ m  n o t  s u r e  I know 
how your  economet r i c  models  can  p i c k  a n y t h i n g  up when t h e  d a t a  f e d  i n  
a r e  l i k e  what we have j u s t  been t h r o u g h  i n  t h e  l a s t  coup le  o f  weeks.  

MR. PRELL. Wel l ,  w e  d o n ’ t  r e l y  t o t a l l y  on o u r  economet r i c  
models ,  of c o u r s e .  Sometimes we depend on them v e r y  l i t t l e  when t h e  
c i r c u m s t a n c e s  s u g g e s t  t h a t  t h e r e  a r e  j u s t  t remendous d e p a r t u r e s  from 
t h e  h i s t o r i c a l  no rms- - shocks  t h a t  would d i s t u r b  r e c e n t  t r e n d s .  Bu t .  I 
guess  i n  t h i s  c a s e  I ’ d  s a y  t h a t  t h e y  a r e  r e a s o n a b l y  s u p p o r t i v e  of t h i s  
k ind  of v iew.  I t ’ s  c l e a r .  t hough ,  t h a t  t h e r e  a r e  downside r i s k s  i n  
t h i s  f o r e c a s t ,  shou ld  t h e  s t o c k  market  have a more d r a m a t i c  e f f e c t  
t h a n  we have gauged it t o  have a t  t h i s  p o i n t .  

MS. SEGER. One t h i n g  t h a t  conce rns  m e ,  a s  I s a i d  b e f o r e - 
whether  you f o r m a l i z e  it o r  d o n ’ t  f o r m a l i z e  it m a t h e m a t i c a l l y - - i s  t h a t  
n o t  hav ing  e x p e r i e n c e d  t h i s  k i n d  o f  p e r i o d ,  I j u s t  s u f f e r  f rom 
u n c e r t a i n t y  abou t  what it w i l l  b r i n g .  A l s o .  I wonder if a 20  some 
p e r c e n t  d e c l i n e  i n  t h e  Dow on one day i s  r e a l l y  t h e  e q u i v a l e n t  o f  f o u r  
months’  wor th  of 5 p e r c e n t  d e c l i n e s  each  month. I have a f e e l i n g  t h a t  
i t ’ s  n o t  comparable .  I d o n ’ t  know. b u t  I have a f e e l i n g  t h a t  t h e r e  
a r e  a l o t  o f  t h i n g s  i n  h e r e  t h a t .  a t  l e a s t  based  on my i n e x p e r i e n c e ,  I 
canno t  r e a l l y  j u d g e .  
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MR. PRELL. I did try to highlight the fact that this might

have greater shock value than it otherwise would have. if that’s 

possible. 


CHAIRMAN GREENSPAN. I think we are now at a point where not 
only Mr. Prell has to be adventuresome. but the rest of us do as well. 

MR. PRELL. I think the amount of courage that is required is 

far less for the staff than for the policymakers. 


CHAIRMAN GREENSPAN. Does anyone want to open up [the

discussion] around the table? Mr. Boykin. 


MR. BOYKIN. Mr. Chairman. uncertainty certainly prevails
down my way. In looking at what might be appropriate for forecasting, 
we really would not have much basis for argument [with the staff 
forecast], but in our own forecast we have come down a full point:
that is very judgmental, obviously. A s  far as the effect on our 
District economy, our initial reaction is that probably whatever the 
effect, it is likely to be a little less in the Eleventh District than 
in the rest of the country. simply because we are so much farther 
behind the rest of the country. We have seen signs of sluggish growth
in the District. We think the situation continues to be extremely
fragile. The real estate problems keep coming up and are a pervasive
cloud in the psychology. The earnings reports that we have just gone
through with our financial institutions, and the added provision for 
loan losses--mostof it triggered by real estate--justput another 
damper on that. The cautious optimism that I tried to express for a 
couple of meetings seems to have abated somewhat. I ’ m  not sure we can 
even be cautiously optimistic right now. 

CHAIRMAN GREENSPAN. President Parry. 


MR. PARRY. With regard to developments in the Twelfth 
District, I think economic conditions remain relatively upbeat and, at 
this point, very few effects of recent financial developments have 
shown up yet. But. it’s clearly too early to see the real effects. 
We are, however. seeing broad-based effects of the reduced value of 
the dollar, in addition to the greater exports of lumber and selected 
agricultural products that I mentioned previously. For example, a 
Utah steel plant which was formerly owned by U.S. Steel recently
reopened and it was interesting to note that part of the decision to 
reopen was based upon a German firm’s five-year commitment to buy 40 
percent of the plant’s production. I think that is rather 
interesting. In addition, the price of titanium dioxide, which is a 
key ingredient in paint, has increased substantially due to the 
dollar’s decline: and a major paint manufacturer in our District is 
turning increasingly to domestic suppliers. So wherever we look, we 
seem to be seeing some effects of the declining value of the dollar in 
terms of expanded export opportunities or increased import
substitution. 

With regard to the overall economic outlook, we estimate that 

the wealth and cost of equity capital effects of the stock market 

decline would reduce real GNP by slightly less than 1 percentage

point, assuming an unchanged path for interest rates. Given the 

easing that has already occurred and the expected lower path for 

interest rates that is mentioned in the Greenbook, we would have 
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growth c l o s e r  t o  2 - 1 1 2  p e r c e n t  t h a n  2 p e r c e n t  and t h e  employment r a t e  
b a s i c a l l y  unchanged.  

CHAIRMAN GREENSPAN. P r e s i d e n t  Keehn. 

MR. KEEHN. Wel l ,  l i k e  Mr. P r e l l ,  I t h i n k  I w i l l  d i v i d e  my 
comments i n t o  p r e - e v e n t  and p o s t - e v e n t .  S t a r t i n g  w i t h  t h e  p r e - e v e n t  
a c t i v i t y :  c e r t a i n l y ,  t h e  D i s t r i c t  con t inued  t o  o p e r a t e  on a r e a s o n a b l y
f a v o r a b l e  b a s i s ,  much a l o n g  t h e  l i n e s  t h a t  I p r e v i o u s l y  have been 
r e p o r t i n g ,  w i t h  t h e  e x c e p t i o n  o f  t h e  a u t o  i n d u s t r y .  The manufac tu r ing  
s e c t o r  has  been moving a l o n g  p r e t t y  w e l l  and t h e  employment s t a t i s t i c s  
have been good, v e r y  much i n  l i n e  w i t h  t h e  n a t i o n a l  numbers. The 
s t e e l  b u s i n e s s  i s  o p e r a t i n g  a g a i n  a t  v e r y .  v e r y  h i g h  l e v e l s :  t h e  
demand f o r  s t ee l  p r o d u c t s  i s  t h e  b e s t  w e  have  e x p e r i e n c e d  i n  o u r  a r e a  
s i n c e  1981.  The d e l i v e r y  t i m e s  have s t r e t c h e d  o u t  v e r y  c o n s i d e r a b l y
and many p r o d u c t s  r e a l l y  a r e  b e i n g  s o l d  on a l l o c a t i o n .  C o n s t r u c t i o n  
a c t i v i t y  remains  r e a s o n a b l y  good. The c o n d i t i o n s  i n  a g r i c u l t u r e  a r e  
c o n t i n u i n g  t o  improve:  l a n d  p r i c e s  a r e  up and commodity p r i c e s  have 
improved somewhat. By and l a r g e ,  t h e  h a r v e s t  i s  i n  and it r e a l l y  has  
been a v e r y  good h a r v e s t  i n  o u r  a r e a .  

Moving t o  t h e  p o s t - e v e n t  comments, it i s  t o o  e a r l y  t o  a s s e s s  
t h e  damage b u t ,  so  f a r  a t  l e a s t ,  I d o n ’ t  s e n s e  from any of t h e  peop le
t h a t  I t a l k  t o  t h a t  any of  t h e s e  fundamenta l  t r e n d s  t h a t  I ’ v e  j u s t
no ted  have been b a d l y  a f f e c t e d .  C e r t a i n l y  a t  t h e  o u t s e t ,  consumer 
spend ing  was a f f e c t e d ;  t h e r e  was a d e c l i n e  i n  r e t a i l  s a l e s  a s  we went 
t h rough  t h e  market  t r auma ,  b u t  t h a t  seems t o  have  l e v e l e d  o u t .  I am 
t o l d  from p e o p l e  who have October  r e t a i l  numbers i n  our  a r e a  t h a t ,  by 
and l a r g e ,  r e t a i l  s a l e s  came i n  t h i s  October  about  l e v e l  w i t h  l a s t  
Oc tobe r .  Looking ahead t o  n e x t  y e a r ,  t h e  r e t a i l e r s  a r e  r e d u c i n g  t h e i r  
e x p e c t a t i o n s  b u t .  so  f a r .  nobody has  s u g g e s t e d  a n e g a t i v e  t r e n d  on 
r e t a i l  s a l e s .  On t h e  a u t o  s i d e ,  i t ’ s  a w f u l l y  e a r l y  t o  t e l l ,  b u t  one 
of  t h e  major  p roduce r s  t h a t  I t a l k e d  t o  y e s t e r d a y  s a i d  t h a t  t h e y  a r e  
r e d u c i n g  t h e i r  s a l e s  [ e s t i m a t e s ]  f o r  1988 c a r s  and t r u c k s  t o g e t h e r  by 
abou t  800 .000  u n i t s :  b u t  t h e y  d o  emphasize t h a t  i t ’ s  v e r y ,  v e r y  e a r l y  
y e t  t o  a s s e s s  how t h e  consumer w i l l  r e a c t .  On c a p i t a l  e x p e n d i t u r e s ,  
s o  f a r  I have been q u i t e  impressed  t h a t  t h e r e  a r e  no e a r l y  s i g n s  of a 
s h a r p  c u r t a i l m e n t .  Most o f  t h e  companies t h a t  I ’ v e  t a l k e d  t o - - t h o s e  
t h a t  have s i g n i f i c a n t  programs i n  p l a c e - - i n t e n d  t o  c o n t i n u e ,  u n l e s s  
t h e r e  i s  a v e r y  s h a r p  downturn i n  t h e  economy. They have embarked on 
programs t h a t  t h e y  s a y  t h e y  w i l l ,  by and l a r g e ,  s t a y  w i t h .  And I do 
f i n d  t h a t  q u i t e  encourag ing .  So n e t ,  I t h i n k  i t ’ s  s t i l l  t o o  e a r l y  t o  
a s s e s s  t h e  damage. I keep b e i n g  f a v o r a b l y  s u r p r i s e d  t h a t  o u r  e a r l y  
assessment  i s n ’ t  a l i t t l e  more n e g a t i v e  t h a n  it i s .  I t h i n k  o u r  
e x p e c t a t i o n s  f o r  n e x t  y e a r  w i l l  c e r t a i n l y  be down a b i t ,  b u t  it i s  f a r  
t o o  e a r l y  t o  q u a n t i f y .  W e  a r e  j u s t  go ing  t o  have t o  go t h r o u g h  a 
p e r i o d  of some u n c e r t a i n t y .  N o n e t h e l e s s .  so f a r  t h i n g s  seem t o  have  
come t h r o u g h  b e t t e r  t h a n  I might  have e x p e c t e d .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Boehne. 

MR. BOEHNE. Wel l .  t h e r e  h a v e n ’ t  been any a c t u a l  changes  t h a t  
I can  see i n  my D i s t r i c t .  I t ’ s  more t h a t  t h e  worry l e v e l  h a s  r i s e n .  
What I s e n s e  i s  t h a t  t he  psychology i s  more i m p o r t a n t  t h a n  the  w e a l t h  
e f f e c t :  i f  we have a n o t h e r  shock  i n  t h e  market  I t h i n k  w e  would have a 
r e a l  tumble i n  psychology:  i f  we c o n t i n u e  t o  mend w i t h o u t  a n o t h e r  
shock I t h i n k  t h e  e f f e c t s  may be  minimal .  T h i s  psychology i s  a p p a r e n t
i n  some of t h e  c o n v e r s a t i o n s  t h a t  we have had w i t h  r e g i o n a l  r e t a i l e r s .  
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T h e i r  merchandise  f o r  t h e  Chr i s tmas  s e a s o n  i s  a l r e a d y  on hand,  s o  t h e y  
a r e  s t u c k  w i t h  it one way o r  a n o t h e r .  While no one we’ve t a l k e d  t o  
has  observed  any d e c l i n e  i n  s a l e s  y e t  t h a t  t h e y  can a t t r i b u t e  t o  t h e  
f i n a n c i a l  m a r k e t s .  t h e i r  view i s  t h a t  if Chr is tmas  s a l e s  do run  below 
p l a n ,  t h e n  t h e y  a r e  going  t o  run  t h e i r  i n v e n t o r i e s  much lower  t h a n  
t h e y  o r d i n a r i l y  would. and t h a t  would a f f e c t  t h e i r  s p r i n g  o r d e r i n g .  
S o ,  I t h i n k  t h e y  j u s t  d o n ’ t  know. They a r e  t h i n k i n g  beyond t h e  
Chr i s tmas  s e a s o n  i f  t h a t  t u r n s  o u t  p o o r l y .  The same a t t i t u d e  i s  
a p p a r e n t  i n  manufac tu r ing  a s  w e l l .  where I t h i n k  most manufac tu re r s  
f e e l  t h a t  t h e  o r d e r s  t h a t  t h e y  have on t h e i r  books a r e  t h e r e  and t h e y  
a r e  go ing  t o  fill them. What t h e y  a r e  concerned about  i s  s i x  months 
o u t .  Bu t .  o v e r a l l ,  my s e n s e  i s  t h a t  t h e  r i s k s  have changed i n  t h e  
economy. Whether t h e y  have changed a l o t  o r  a l i t t l e  remains  t o  be  
s e e n :  b u t  t h e y  have changed i n  t h e  d i r e c t i o n  t h a t  r e a l  growth w i l l  be 
lower t h a n  we t h o u g h t .  If we a r e  wrong. t h e n  w e ’ l l  p robab ly  be  wrong
i n  t h e  s e n s e  t h a t  w e ’ l l  have s t i l l  lower growth.  And I t h i n k  t h e  
r i s k s  have s h i f t e d ,  t o o ,  on t h e  i n f l a t i o n  s i d e :  t o  some e x t e n t ,  
conce rns  t h a t  we had about  i n f l a t i o n  s i x  weeks o r  so  ago a r e  
a l l e v i a t e d .  I admire  t h e  b r a v e r y  of Mike P r e l l  and t h e  s t a f f  f o r  
f o r e c a s t i n g  p r e c i s e  numbers and I t h i n k  t h e i r  numbers a r e  r e a s o n a b l e - .  
n o t  because  t h e y  a r e  n e c e s s a r i l y  r i g h t ,  b u t  because  I c a n ’ t  improve on 
them. They seem t o  be  b r o a d l y  r e a s o n a b l e .  J u s t  one o t h e r  p o i n t :  I do 
keep h e a r i n g  some v e r y  f a v o r a b l e  news on t h e  e x p o r t  s i d e .  A t  my l a s t  
f u l l  board  o f  d i r e c t o r s ’  mee t ing  and o t h e r  mee t ings  around t h e  
D i s t r i c t ,  peop le  spoke a lmos t  w i t h  one c h o r u s :  t h e  news coming i n  from 
t h e i r  s a l e s p e o p l e  i s  t h a t  t h e y  a r e  a b l e  t o  compete i n  t h e  e x p o r t
marke t .  b o t h  by s e l l i n g  abroad  a s  w e l l  a s  by competing w i t h  t h e  
i m p o r t s  t h a t  have been coming i n .  

CHAIRMAN GREENSPAN. P r e s i d e n t  F o r r e s t a l .  

MR. FORRESTAL. Wel l ,  Mr. Chairman, t h e  s t a t i s t i c a l  
i n f o r m a t i o n  on t h e  e v a l u a t i o n  o f  t h e  economy i n  t h e  S i x t h  D i s t r i c t  
t h a t  w e  had p r i o r  t o  October  1 9 t h  r e f l e c t e d  con t inued  improvement i n  
t h e  D i s t r i c t .  Economic a c t i v i t y  seemed t o  be  v e r y  good p r e t t y  much 
a c r o s s  t h e  boa rd .  I would echo what Ed Boehne j u s t  s a i d  abou t  
e x p o r t s :  t h e y  seem t o  be i n c r e a s i n g ,  and w e  a l s o  a r e  g e t t i n g  r e p o r t s
about  b e t t e r  e x p o r t  performance.  I t ’ s  v e r y  d i f f i c u l t  a t  t h i s  t i m e ,  I 
t h i n k ,  t o  a s s e s s  any impact  i n  t h e  r e g i o n  of t h e  e v e n t s  o f  a c o u p l e  of  
weeks ago .  Everyone I t a l k  t o  s a y s  i t  i s  b u s i n e s s  a s  u s u a l ,  a l t h o u g h  
I f i n d  t h a t  a l i t t l e  h a r d  t o  b e l i e v e  because  I am s u r e  t h a t  many
b u s i n e s s e s  a r e  r e - a s s e s s i n g  t h e i r  p l a n s  f o r  t h e  f u t u r e .  B u t ,  a t  t h e  
moment, nobody has  i n d i c a t e d  t o  m e  t h a t  t h e y  have made any change i n  
t h e i r  b u s i n e s s  p l a n s .  I t h i n k  what t h e y  a r e  r e a l l y  s a y i n g  i s  t h a t  
t h e y  f e e l  t h a t  it i s  t o o  e a r l y  and t h e y  a r e  a d o p t i n g  a “ w a i t  and see” 
a t t i t u d e .  The o n l y  p r e l i m i n a r y  i n d i c a t i o n  t h a t  w e  have t h a t  peop le
might e x p e c t  l e s s  r o b u s t  a c t i v i t y  i s  t h a t  many f i r m s - - t h e  m a j o r i t y  of 
t h o s e  t h a t  I t a l k e d  t o - - a r e ,  i n  f a c t ,  r e p u r c h a s i n g  t h e i r  own s t o c k .  
And, o f  c o u r s e ,  t h e  Chr is tmas  s a l e s  a r e  go ing  t o  be  v e r y  c r i t i c a l .  
One concern  I have i s  t h a t  I have been h e a r i n g  s c a t t e r e d  r e p o r t s  t h a t  
d e p o s i t s  have been moving o u t  o f  t h r i f t  i n s t i t u t i o n s  i n t o  t h e  banks ,  
r e f l e c t i n g  g r e a t e r  p u b l i c  c o n f i d e n c e  i n  t h e  F D I C  t h a n  i n  t h e  F S L I C  and 
t h e  t h r i f t s .  T h a t ’ s  n o t  a widespread  movement, b u t  it i s  someth ing
t h a t  I have n o t e d .  The r e g i o n a l  banks s e e  v e r y  l i t t l e  impact  from t h e  
weak e q u i t y  m a r k e t s ,  g iven  t h e i r  l o a n  p o r t f o l i o s  and t h e  r e l a t i v e  
s t r e n g t h  of r e g i o n a l  growth .  That  was r e f l e c t e d  i n  t h e i r  s t o c k  
d e c l i n e s ,  which were much l e s s  t h a n  f o r  money c e n t e r  banks .  
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Like others. I think it is very, very difficult to come up
with a precise forecast on the national economy, although I think we 
have to make an attempt to do that in order to set policy. We have 
moved our forecast down somewhat, although I think we would show a 
little greater strength than the Greenbook. But it’s not a matter of 
great difference. We would move our forecast down further if we 
continued to see increased volatility in the markets. I might just 
note, in passing. that we are developing an alternative forecast which 
is a less comprehensive one than others; I don’t want to place a great
deal of emphasis on it at the moment, because it only has one quarter
of experience. But that one quarter was very good--betterthan most 
of the comparable forecasts. That model shows much less growth in the 
fourth quarter and through 1988 than most of the others that I’ve 
seen. So we will continue to develop that model and watch it 
carefully. But, in general, I think the Greenbook forecast is about 
on target. 

CHAIRMAN GREENSPAN. President Black. 


MR. BLACK. This seems to be a day of confessions. Mr. 
Chairman, and I will have to join those who confess that they don’t 
have much confidence in their own projections. I have less now than I 
typically do, of course, which is saying that I don’t have a great
deal. We have these two elements of uncertainty to be sure: first. we 
don’t know what the impact of the decline that has occurred in the 
stock market thus far is going to be: second and more importantly, we 
don’t know how much further domestic and foreign markets may decline. 
And I don’t think a further decline is a risk we can completely rule 
out. So.  the uncertainty level is extremely high. But we don’t know 
the answers to these questions. Assuming that the market settles down 
somewhere in the 1900-2100range, I think the staff’s forecast is 
pretty reasonable; I don’t think we could improve on that a great
deal. That seems to be what the business people in our District feel; 
at least that’s what we have been able to uncover up until now. But I 
do think there’s a lot of risk in this. regardless of where you come 
out. It is clear to me that there has been a big blow to inflation 
and to inflationary expectations in the short run from this. But if 
the decline turns out to be as moderate as the staff has projected,
and as we have endorsed, I don’t think it’s unreasonable to suppose
that by the middle or last half of next year the same kind of worries 
that we had on the inflation front earlier might reemerge. And I 
think that we ought to have that in mind as a definite possibility as 
we address what we do in the immediate future, because the effects of 
actions we take now are going to be felt down the road, and we ought 
to be well aware that that possibility is at least out there. 

CHAIRMAN GREENSPAN. President Stern. 


MR. STERN. Responses in our District to what has happened in 

the financial markets have been all over the lot. Of course, people

have been preoccupied with the baseball season until recently! 


CHAIRMAN GREENSPAN. I missed it. What happened there? 


MR. STERN. I am sure the staff can prepare a memo! 
Initially. there was a lot of concern coming from the financial 
community; that seems t o  have diminished. There have been some 
scattered reports of postponement of purchases of big-ticket items but 
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first of all. it seems to me, that is to be expected. Second, I would 

reiterate the word “scattered“ because it by no means is universal at 

this juncture. One of our contacts who is pretty well plugged into 

the retail picture--notjust locally but nationally--reportedthat his 

company opened six new stores the day of the collapse of stock prices

and business in all of them was terrific. 


MS. SEGER. That’s because they were giving things away that 

day. 


MR. STERN. Well. I’m sure they highly promoted the openings: 
on the other hand, these were all in new communities for them. He 
also had been to a national retailers’ trade convention and reported
when he came back that, basically, people were reasonably confident 
about the Christmas season. Again. though, I think you would have to 
make a distinction between those people selling big ticket items and 
those selling more normal kinds of goods. I think his statement 
pertains particularly to the people who are selling the broad-based,
moderately priced, kinds of consumer goods. We have heard some more 
generalized comments about people reassessing their capital spending
plans for 1988 .  I guess that’s the one thing I would point to at this 
juncture. 

With regard to the national economic outlook, I certainly 
support the general tenor of the Greenbook forecast although I guess 
my own view, and the one that comes out of our forecasting model. is 
that the economy will grow more slowly pretty much throughout 1988 
than indicated in the Greenbook and, of course, more slowly than we 
had thought previously. I think the major difference is in capital
spending and, for what it’s worth, that does seem to be consistent 
with the view that people are reassessing their capital spending
intentions and will probably do some postponing. At the risk of 
perhaps going beyond courageous to foolhardy, we did run the model out 
through 1989  to see what it produced. While originally I thought that 
was maybe just an ill-advised exercise. in fact, it produced some 
reassuring results. It showed a resumption of growth pretty close to 
3 percent and a continuation of  moderate inflation. I would not put a 
lot of emphasis on all this. obviously, but it seems kind of 
consistent, if you think that what is going to happen is some 
postponement of expenditures in 1988 .  That ought to suggest that 1989 
could be a reasonably good year, assuming we don’t get further large
down [unintelligible] in things here. So for what it’s worth. I 
simply report those results. 

CHAIRMAN GREENSPAN. But we will hold you to it. 


MR. STERN. I have lots of time to revise. 


CHAIRMAN GREENSPAN. President Melzer. 


MR. MELZER. Echoing what Gary Stern said on the retail 
front. I talked to national retailer in our area 
and he said they looked at the week-by-week comparison of sales at 
their outlets throughout the country in the two 
full weeks since October 1 9 .  and only one store showed a decline in 
that first week. That was the World Trade Center store and 
sales picked up in the second week. He is really quite optimistic:
his attitude is that this is not going to have an impact. Now, you 
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have to believe that the loss of wealth, long-term, will have some 

impact. But I guess my own feeling, based on this isolated comment 

and other comments I have heard, is that it’s a little too early to 

try to sort it all out and to decide how to respond in a long-term 

sense. 


The other comment that I wanted to make is that the area that 
shows particular strength in our District is manufacturing employment.
Implicit in what Jerry Corrigan was saying about the risks of a lower 
dollar, it seems to me, would be the inflationary risk at a micro 
level. I think what we have been seeing in terms of pressures on 
capacity and wage rates has really been on the manufacturing side. 
When I say that, I base it on anecdotal evidence: I don’t mean that it 
has been reflected in the data. And to the extent that a rapidly
declining dollar causes a more rapid external adjustment in [the
manufacturing] area, it seems to me that we could get greater price 
pressures in those industries that are producing for export or are 
import competitive--theshoe industry, the apparel industry, and some 
other industries where even before the most recent developments. we 
were already hearing reports of some pressure. So I think on the 
inflation front, that is something to be mindful of on the micro 
level. 

CHAIRMAN GREENSPAN. Vice Chairman Corrigan. 


VICE CHAIRMAN CORRIGAN. In the very near term. Mr. Chairman,
I don’t think there’s much doubt that the stock market and related 
developments do work in the direction of weaker spending and lower 
inflation. But I am nor at all sure as to amounts and I am not at all 
sure what one should infer for the longer term. There are probably
several dozen scenarios that anybody could think of. Unlike Mr. 
Prell. I don’t have to put one on paper but, in my thinking, there are 
two more likely scenarios in the near term. One is that the financial 
markets, and by that I mean all of them--exchangemarkets, bond 
markets, stock markets--kind of settle in more or less where they have 
been in the last couple of days. I don’t know where they are right 
now, so I have to qualify that. But suppose the DOW settles in at the 
1900-2000 range, the long bond settles in at 9 percent or a little 
more or a little less, and the exchange markets are roughly in line 
with [the levels of] recent days. Now, in that scenario, my hunch is 
that economic performance will be respectable but not spectacular over 
the intermediate term--probably something like what I heard Mr. Parry
describe, which I don’t consider to be all bad, by the way. The other 
scenario, which I think has to be thought about along with that one. 
isn’t so pretty. And that’s a scenario in which for whatever reason-
because the exchange markets go south or the budget negotiations
rupture--there’sa sudden hit to the system. Who knows what the exact 
trigger might be. but we could find ourselves confronted with another 
very, very difficult and turbulent set of conditions in the financial 
markets. Obviously, I can’t put a probability on that. But if I were 
to just think of the two broad scenarios that would warrant the 
closest attention from a policy point of view, I guess those are the 
two that stick out in my mind. Interestingly enough. at least from my
perspective. they both seem to me to have the same immediate policy
implications in that they both imply the need for a great deal of 
caution in policy, and a very measured and disciplined approach to 
policy in which we maintain maximum flexibility for the future. 
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I would also. if I may Mr. Chairman, like to make a comment 

or two about the longer-term situation as I see it. because I think 

it’s extremely germane both to where we are and to policy options for 

the future. There is, of course, a great deal of discussion in all 

circles about imbalances in the U.S .  and the world economy. whether in 
terms of trade or payments or whatever. But. we should not lose sight
of a couple of powerful forces on the domestic side that I think are 

germane. One is the dramatic increase in debt, in leveraging, that we 

have had in recent years: the ratio of overall nonfinancial debt to 
GNP--and I understand all the limits in the data--hasrisen from 
something like 1 . 4 1  in the early 1 9 8 0 s  to almost 1 . 8 1  early this year.
It may be coincidence--itprobably is--butthe fact of the matter is 
that the last time we saw that ratio in a range that high was in the 
late 1 9 2 0 s .  And it’s not all government debt, although government
debt has a lot to do with it. Since the first quarter of 1 9 8 4 .  the 
net issuance of equity is down $270  billion and corporate debt is up
$600 billion. Again. if you look at this problem of government
deficits and savings. it’s really quite dramatic. In the late 1 9 7 0 s .  
the general U.S. government budget deficit as a percent of net private
savings averaged about 1 0  percent. It has risen sharply throughout
the 1 9 8 0 s ,  peaking at 6 6  percent in 1 9 8 6 .  Indeed, in 1 9 8 6  the federal 
budget deficit itself absorbed more than 9 0  percent of net private
savings. And even in 1 9 8 7 .  that absorption rate relative to domestic 
savings will fall only to the mid-50 percent range. I stress that 

because in the context of all this discussion about budget packages

and all the rest, I think we have to keep in mind that, even under the 

best of circumstances, the kinds of things that are talked about in 

the area of budget reform are really quite small. Indeed. there is a 
great likelihood that the budget deficit in 1 9 8 8  in absolute terms 
will be larger than in 1 9 8 7 .  It is in that context, I think. that a 
lot of these acute dilemmas and very. very sharp risks have to be 
evaluated and considered. 


CHAIRMAN GREENSPAN. Governor Angell. 


MR. ANGELL. It seems to me that the economy was headed for a 
box in a corner and it wasn’t going to work the way it was [earlier].
We had really slow money stock growth for a nine-month period. But we 
had something else going on that it seems to me has been missed 
somewhat--thatis. the dramatic improvement in labor productivity.
Now. I know you wouldn’t expect me to mention the manufacturing sector 
of the U.S. economy, but it is much larger than agriculture.
Manufacturing is 2 4  percent of our economy and we have a 4 - 1 1 2  percent
growth rate in labor productivity in that sector. And that 
improvement is running faster than any edging up of wage rates. so we 
have unit labor costs falling in a dramatic way while the dollar 
exchange rate is adjusting. That leads, of course, to what I think we 
expected to have happen--dramatic increases in real exports: 1 7 . 9  
percent in the second quarter and 1 6 . 8  percent in the third quarter.
And it seems to me--andhere’s where I differ somewhat with the staff 
forecast--thatthat is apt to continue. I see no reason why that 
won’t tend to continue as far as the eye can see, because there are 
just so many adjustments underway. given the wonderful new 
opportunities o f  labor productivity. That, of course, carries with it 
a need to have higher capital expenditures in the Rust belt, the 
manufacturing sector: and so that makes our economy stronger than it 
otherwise would have been. Then. on top of that, instead of reducing 
government deficits by $73 billion, according to the staff forecast we 
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have a $16 billion increase in the deficit. So that’s an $89 billion 
[swing] and it just seems to me the economy wasn’t going to work. The 
stock market event seems likely to bring some relief in that it might
be expected to slow consumer spending enough so that there is room for 
this other rather rapid expansion to continue. But this doesn’t give 
us a bad inflation environment at all; it indicates, of course, with 
this productivity going the way it is that you have less inflation. 
In fact, it seems to me that the inflation rate in 1987 is just
unbelievable, in view of the oil price rebound and the import price
adjustments. To have the CPI. which should have more imports than 
other measures of inflation, peak out at 6.2 percent in the first 
quarter, and move down to 4.6 percent in the second quarter and 3.6 in 
the third was just unbelievable. So. in a way, everything was going
all right except that expectations were bound to derail the train: and 
those expectations came out of the lack of understanding as to how 
inflation wasn’t going to return: it wasn’t there in spite of the fact 
of a falling dollar. I don’t know that there’s any appreciation of 
the way in which the Federal Reserve’s commitment existed in that 
environment. So. we have a rather unusual occurrence. With regard to 
the forecast. the one item that I think seems like a rather rapid
reversal for the fourth quarter would be the income velocity of money.
The income velocity of money spurted up to about a +4  percent annual 
rate in the third quarter from zero in the second quarter: and then it 
looks to me like it falls at about a 6 percent annual rate in the 
fourth quarter, which would be a swing of velocity of 10 percentage
points. That seems a little stronger than I might expect. The real 
trick is: how can we maintain confidence in the domestic value of 
money in a period of declining foreign exchange rates for the dollar? 

CHAIRMAN GREENSPAN. President Morris. 


MR. MORRIS. Mr. Chairman. I too agree that the outlook is 
extremely difficult to forecast because we are in a fairly new 
situation here. But, it seems to me that the events of recent months 
suggest that the Louvre Accord was an agreement to maintain the U.S.  
exchange rates at levels that were not sustainable. We have had 
difficulty financing the deficit this year with private capital
inflows. In the first quarter of this year. that reluctance of the 
private foreign investor to keep on providing money at the pace needed 
was reflected in the downward movement in our exchange rate: but that 
was stopped by the Louvre agreement. Subsequently, it seems to me. 
the pressure generated by this reluctance of foreign investors to put 
as much in as they had so willingly in earlier years was reflected in 
rising interest rates. We had marvelous stability in the exchange 
rate but our bond rate was under upward pressure because of reduced 
foreign demand. And that is what ultimately led to the big drop in 
the stock market. The market had become extremely overvalued relative 
to bond rates of return. Standard & Poor’s 500 was yielding 2.7 
percent at a time when intermediate-term governments were yielding
almost 10 percent. That was the biggest spread between dividend yield
and intermediate-term bond yields in history. So it was clearly an 
unsustainable situation. Now we have to try to figure out how we 
permit the dollar to adjust downward without that being transmitted 
into upward pressure on the long-term bond markets. And I think 
that’s going to be a very tricky proposition for u s .  But there is no 
doubt in my mind that we have to go to a much lower level of the 
dollar. The question is: How can we keep the domestic economy moving
ahead even at a relatively modest rate in that context? I attended a 
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meet ing  a t  t h e  S t .  Lou i s  F e d e r a l  Reserve  Bank where a coup le  o f  b r i g h t  
young peop le  from t h e  Board p r e s e n t e d  a supe rb  p a p e r .  I hope t h a t  it 
h a s  been d i s t r i b u t e d  a t  t h e  Board because  it t e l l s  a l o t  abou t  why we 
have n o t  had any more ad jus tmen t  i n  our  t r a d e  accoun t  t h a n  w e  have had 
t h u s  f a r .  And t h e  r eason  i s  t h a t  t h e  impor t  p r i c e  l e v e l s  have gone up 
a t  a n  amazingly  low r a t e .  I n  t h e  most r e c e n t  p e r i o d ,  r e p o r t e d
y e s t e r d a y  I t h i n k  by t h e  Bureau o f  t h e  Census,  impor t  p r i c e s  went up
i n  t h e  t h i r d  q u a r t e r  by l ess  t h a n  2 p e r c e n t :  I t h i n k  t h a t  r e f l e c t s ,  
and t h e  p a p e r  s u p p o r t s  t h i s ,  t h a t  f o r e i g n  p roduce r s  who have  g o t t e n
i n t o  t h i s  marke t  a r e  v e r y  r e l u c t a n t  t o  g i v e  up marke t s  h e r e  and a r e  
go ing  t o  t r y  t o  hang i n  h e r e  a s  l o n g  a s  t h e y  can .  I t  seems t o  me t h a t  
it i s  go ing  t o  t a k e  a l e v e l  of t h e  d o l l a r  w e l l  below any l o n g - t e r m
e q u i l i b r i u m  l e v e l  t o  b e g i n  t o  make t h e  k i n d  of  p r o g r e s s  I t h i n k  we 
have t o  make i n  r e d u c i n g  our  f o r e i g n  d e f i c i t .  So  o u r  problem f o r  t h e  
n e x t  few months i s  go ing  t o  be  a v e r y  tough one:  How do we hand le  t h i s  
b a l l  of  wax on t h e  d e c l i n i n g  d o l l a r  and avo id  n o t  p u t t i n g  a l l  k i n d s  of 
p r e s s u r e s  on l o n g - t e r m  bond r a t e s  t h a t  a r e  going  t o  be v e r y
d e s t a b i l i z i n g  f o r  t h e  domes t i c  economy? If we have a n o t h e r  runup i n  
r a t e s ,  we a r e  go ing  t o  see a new low i n  t h e  s t o c k  marke t .  I d o n ’ t  
t h i n k  t h e r e ’ s  any q u e s t i o n  abou t  t h a t .  S o .  I t h i n k  i t ’ s  a most 
u n s t a b l e  f i n a n c i a l  s i t u a t i o n .  I w a s n ’ t  around i n  1 9 2 9 - - a t  l e a s t  I was 
n o t  o l d  enough t o  know what was go ing  o n - - b u t  I c a n ’ t  r e c a l l  a p e r i o d
when we have had such  an u n s t a b l e  f i n a n c i a l  sys tem a s  we have r i g h t  a t  
t h i s  moment. 

CHAIRMAN GREENSPAN. Governor H e l l e r .  

MR. HELLER. A t  t h e  l a s t  mee t ing .  I a rgued  t h a t  we were 
moving toward a much b e t t e r  b a l a n c e  i n  t h e  r e a l  economy and I t h i n k  
t h a t  i s  s t i l l  on t r a c k .  I t h i n k  we now a r e  moving a l s o  toward a 
b e t t e r  b a l a n c e  i n  t h e  f i n a n c i a l  economy. While there i s  u n c e r t a i n t y
around.  w e  have e l i m i n a t e d  some o f  t h e  e x c e s s e s  t h a t  Frank Mor r i s  was 
t a k i n g  abou t  a minute  ago.  If  you l o o k  a t  t h e  s t o c k  m a r k e t ,  a f t e r  
a l l .  w e  came from a h i g h  o f  ove r  2 7 0 0 .  s o  t h e  g l a s s  has  been d r a i n e d  
by abou t  25 o r  30 p e r c e n t  b u t  it i s  s t i l l  t h r e e  q u a r t e r s  f u l l .  And 
t h a t  i s  n o t  a bad p o s i t i o n .  E s s e n t i a l l y ,  w e  a r e  back t o  where we were 
a t  t h e  beg inn ing  o f  t h e  y e a r .  I n  one f e l l  swoop, w e  have  wiped o u t  
i n f l a t i o n ,  o r  s h a r p l y  reduced i n f l a t i o n a r y  e x p e c t a t i o n s ,  and t h a t  has  
g iven  us  a l o t  more b r e a t h i n g  room on t h e  i n t e r e s t  r a t e  f r o n t  a s  w e l l .  
And now I t h i n k  w h a t ’ s  i n  t r a i n  i s  a b e t t e r  b a l a n c e  i n  t h e  world 
economy a s  w e l l ,  w i t h  exchange r a t e s  now g e t t i n g  v e r y  c l o s e  t o  l e v e l s  
t h a t  would be s u s t a i n a b l e  on a l o n g - t e r m  b a s i s :  and t h e  imbalances  i n  
t h e  wor ld  economy w i l l  be  r educed ,  a s  a l o t  of peop le  have t a l k e d  
abou t  b e f o r e .  By t h e  way, on t h e  budget  d e f i c i t  s i d e ,  t h e  lower 
i n t e r e s t  r a t e s  a l s o  c l e a r l y  w i l l  h e l p  i n  h o l d i n g  t h e  budget  d e f i c i t  t o  
approx ima te ly  c u r r e n t  l e v e l s .  And nobody h a s  been t a l k i n g  abou t  t h e  
t h r e a t  o f  p r o t e c t i o n i s t  l e g i s l a t i o n :  t h a t  h a s  a l s o  gone away. I t h i n k ,  
t o  a l a r g e  e x t e n t .  S o .  I t h i n k  t h e r e  a r e  a coup le  of b r i g h t  s p o t s  i n  
a gloomy s i t u a t i o n  t h a t  we s h o u l d n ’ t  o v e r l o o k .  I a g r e e  t h a t  t h e r e  i s  
a l l  t h i s  u n c e r t a i n t y  b u t .  if w e  keep f o l l o w i n g  t h a t  p a t h ,  I t h i n k  we 
w i l l  s e e  t h e  l i g h t  of  day p r e t t y  soon .  

CHAIRMAN GREENSPAN. Is t h e r e  anyone e lse? 

MR. JOHNSON.  I r e a l l y  d o n ’ t  have much t o  add b u t  I ’ l l  p u t  i n  
my two c e n t s ’  wor th .  I b a s i c a l l y  a g r e e  w i t h  Ed Boehne’s view about  
t h e  domes t i c  economy t h a t  i t ’ s  t o o  e a r l y  t o  t e l l  what t h e  e f f e c t  i s  
go ing  t o  be o f  a l l  t h i s .  We r e a l l y  d o n ’ t  have any s e r i o u s  d a t a  a t  
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t h i s  p o i n t  t o  e v a l u a t e  t h e  s i t u a t i o n .  I t h i n k  we a re  p robab ly  n o t  
go ing  g e t  d a t a  t h a t  we a r e  go ing  t o  f e e l  c o n f i d e n t  a b o u t ,  i n  terms of 
b e i n g  symptomatic  o f  t h e  e f f e c t s  o f  t h i s .  u n t i l  a coup le  o f  weeks,  
maybe. R e t a i l  sales d a t a  are  t h r e e  weeks away: w e  may have some e a r l y  
c a r  s a l e s  d a t a  and t h i n g s  l i k e  t h a t  b u t  t h e  o r d e r s  impact  o f  t h i s  i s  
down t h e  r o a d .  T h e r e ’ s  a l o t  o f  i n f o r m a t i o n  t h a t  s t i l l  i s  n o t  
a v a i l a b l e :  t h e  o n l y  t h i n g  w e  r e a l l y  have a t  t h i s  p o i n t  i s  some of t h e  
s e n t i m e n t  i n d e x e s .  S o ,  w e  d o n ’ t  know how t o  r e a d  t h e  o v e r a l l  i m p a c t ,
a l t h o u g h  I a g r e e  w i t h  Ed t h a t  i t ’ s  h a r d  t o  imagine s e n t i m e n t  improving 
a s  a r e s u l t  o f  t h i s .  I t h i n k  i t ’ s  p r e t t y  c l e a r  t h a t  t h e r e  i s  an 
a d d i t i o n a l  a i r  o f  pessimism abou t  t h e  o u t l o o k  t h a t  d i d n ’ t  ex is t  b e f o r e  
and t h a t  e x p e c t a t i o n s  d e f i n i t e l y  have changed.  What e f f e c t  t h a t ’ s  
go ing  t o  have i s  d i f f i c u l t  t o  t e l l .  

If  you l o o k  r i g h t  now a t  t h e  fundamenta ls  i n  t h e  economy.
t h e y  do l o o k  good: I a g r e e  w i t h  Bob’s p o i n t  on t h a t .  Things  a r e  
a d j u s t i n g  f a i r l y  n i c e l y  i n  t h e  way t h a t  w e  expec ted  and i n  t h e  way t h e  
s t a f f  had d e s c r i b e d  i n  t h e  f o r e c a s t .  We a r e  s e e i n g  a t r a n s i t i o n .  I 
t h i n k ,  from domes t i c  a g g r e g a t e  demand t o  more e x t e r n a l l y  g e n e r a t e d
growth.  I t h i n k  t h a t  i s  p o s i t i v e  and it s t i l l  seems t o  be  c o n t i n u i n g .
One o f  t h e  t h i n g s  I worry abou t  n o w - - a f t e r  t h e  f a c t .  w i t h  t h i s  change 
i n  t h e  f i n a n c i a l  m a r k e t s - - i s  t h a t  t h a t  e x p o r t - l e d  growth may come 
under  some p r e s s u r e .  Even though t h e  d o l l a r  i s  o b v i o u s l y  weaker ,  it 
i s  go ing  t o  improve ,  I t h i n k .  I n  t h a t  r e l a t i v e  s e n s e ,  o t h e r  problems 
a r e  go ing  t o  [damp] t h e  p r o s p e c t s  f o r  e x p o r t - l e d  growth .  One of t h e  
issues i n  t h e  f i n a n c i a l  marke t s  i s  t h a t  f o r e i g n  s t o c k  marke t s  around 
t h e  world a c t u a l l y  have f a l l e n  more t h a n  t h e  U . S .  marke t .  I n  
p e r c e n t a g e  terms, t h e y  have a l l  come down by more t h a n  t h e  N e w  York 
S tock  Exchange compos i t e .  S o .  t h e  s t o c k  market  impact  abroad  i s  
g r e a t e r  t h a n  it i s  h e r e .  What t h a t  means i s  r e a l l y  n o t  c l e a r .  But 
combine t h a t  w i t h  [ t h e s e  o t h e r  deve lopmen t s ] :  t h e  f a c t  t h a t  i n t e r e s t  
r a t e s  i n  t h o s e  c o u n t r i e s  a r e  r e l a t i v e l y  h i g h e r  because  of t h e  f a l l  i n  
i n t e r e s t  r a t e s  h e r e  r e c e n t l y  and t he  n o t  v e r y  l a r g e  ad jus tmen t  i n  
i n t e r e s t  r a t e s  ab road :  t h e  f a c t  t h a t  t h e i r  c u r r e n c i e s  a r e  
a p p r e c i a t i n g ,  and t h e r e f o r e ,  damping t h e i r  a b i l i t y  t o  e x p o r t :  and t h e  
f a c t  t h a t  i f  income i s  go ing  t o  be  f a l l i n g  h e r e .  we a r e  go ing  t o  be  
demanding less i n  terms o f  i m p o r t s  from t h o s e  c o u n t r i e s .  S o ,  n o t  o n l y
i s  there  go ing  t o  be  a n  income e f f e c t  on them, there  i s  go ing  t o  b e  a 
s u b s t i t u t i o n  e f f e c t .  And I t h i n k  t h e  q u e s t i o n  i s :  How s t r o n g  a r e  
t h o s e  economies go ing  t o  be?  And how s t r o n g  i s  our  e x t e r n a l  
performance go ing  t o  b e  under  t h o s e  c o n d i t i o n s ?  I d o n ’ t  r e a l l y  know: 
I j u s t  t h i n k  t h e r e  a r e  b i g  u n c e r t a i n t i e s .  And I a g r e e  w i t h  what J e r r y  
s a i d :  w e  need some f l e x i b i l i t y  a t  t h i s  s t a g e .  b u t  i t ’ s  r e a l l y  t o o  
e a r l y  t o  t e l l  what i s  go ing  t o  happen.  We need t o  m a i n t a i n  o u r  
f l e x i b i l i t y .  b u t  we need t o  face t h e  r e a l i t y  t h a t  t h e  wor ld  h a s  
changed.  Sent iment  and e x p e c t a t i o n s  a r e  d i f f e r e n t .  b o t h  i n  r e a l  
growth and i n  i n f l a t i o n :  and I t h i n k  we have t o  acknowledge t h a t .  

MS. SEGER. The two words t h a t  I t h i n k  d e s c r i b e  most 
comple t e ly  what i s  go ing  on a r e  c o n f u s i o n  and u n c e r t a i n t y .  A l l  of  t h e  
b u s i n e s s  economis t s  and b u s i n e s s  peop le  I have spoken w i t h  i n  t h e  l a s t  
coup le  of weeks admit  t o  b o t h  o f  t h o s e .  P r a c t i c a l l y  no one p r e t e n d s  
t o  know e x a c t l y  what t h e  impact  o f  t h e  f i n a n c i a l  market  d i s t u r b a n c e s  
w i l l  b e .  b u t  a lmos t  everyone  e x p e c t s  some s o r t  o f  an impac t .  Probably  
t h e  most d r a m a t i c  ad jus tmen t  t h a t  I w i t n e s s e d  was a t  

where ,  u n f o r t u n a t e l y ,  t h e  e v e n t  caugh t  them i n  t h e  middle  
of t h e  p l a n n i n g  s e a s o n  f o r  1988.  They immedia te ly  knocked 5 p e r c e n t  
of f  t h e i r  s a l e s  f o r e c a s t  up t h r o u g h  t h e  n e x t  y e a r  and a l s o  looked  f o r  
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two p l a n t s  t o  c l o s e - - a  t r u c k  p l a n t  and a c a r  p l a n t .  T h e i r  view was 
t h a t  back  i n  t h e  e a r l y  198Os, when t h e  a u t o  i n d u s t r y  was go ing  i n t o  
t h e  p i n k .  t h e y  s a i d  t h e y  were c u t t i n g  o f f  a f i n g e r  a t  a t i m e  r a t h e r  
t h a n  do ing  major  s u r g e r y .  S o ,  t h i s  t i m e  around t h e y  want t o  be  
p repa red  f o r  more d r a m a t i c  and s i g n i f i c a n t  a d j u s t m e n t s  if .  i n  f a c t .  
t h e y  a r e  needed .  They a r e  watching  v e r y  c a r e f u l l y  what i s  a c t u a l l y
go ing  on so  t h a t  t h e y  can  do a d d i t i o n a l  a d j u s t m e n t s  if n e c e s s a r y .  
They a l s o  have made some d r a m a t i c  changes i n  t h e  management o f  t h e i r  
pens ion  f u n d s ,  which a r e  v e r y ,  v e r y  l a r g e .  They have c u t  back on t h e  
p e r c e n t a g e  i n v e s t e d  i n  e q u i t i e s .  They a l s o  have c u t  back on t h e  
p e r c e n t a g e  i n  l o n g  bonds and have moved i n t o  a v e r y  l i q u i d  p o s i t i o n .  
I j u s t  ment ion t h a t  because  I t h i n k  i t  i s  one s p e c i f i c  example t h a t  
some peop le  i n  t h e  b u s i n e s s  world a r e  r e a c t i n g .  

Not knowing what i s  going  t o  happen,  I guess  one of my
n igh tmares  i s  t h a t  what might happen i s  t h a t  consumers w i l l  c u t  back 
on t h e i r  s p e n d i n g ,  a s  Mike h a s  l a i d  o u t  i n  t h e  Greenbook e s t i m a t e s ,  
excep t  t h a t  t h e y  w i l l  c u t  back a l i t t l e  more d r a m a t i c a l l y  even t h a n  we 
a r e  e s t i m a t i n g  i n  t h e  n e x t  coup le  of  q u a r t e r s .  The r i c h  l awyer s  w i l l  
c o n t i n u e  t o  buy Mercedes and Peugeots  and Hondas and t h i n g s  l i k e  t h a t  
t h a t  a r e  produced abroad  b u t  t h e y  w i l l  c u t  back on t h e i r  consumption
o f  d o m e s t i c a l l y  produced items a n d ,  t h e r e f o r e ,  we w i l l  g e t  s o r t  of a 
double  whammy: w e  w i l l  have t h e  weak consumption b u t .  a l s o ,  w e  w i l l  
n o t  s e e  t h e  i m p o r t  s i t u a t i o n  improving a s  much as  we a r e  e x p e c t i n g  
now. and a s  much a s  I c e r t a i n l y  would l i k e  t o  s e e .  Y e t ,  I am n o t  
s a y i n g  w e  a r e  go ing  t o  g e t  a r e c e s s i o n :  I d o n ’ t  r e a l l y  know. But I 
t h i n k  we ought  t o  t h i n k  abou t  what t h e  r i s k  i s ,  and a s k :  If we do g e t  
a r e c e s s i o n .  i s  t h a t  go ing  t o  h e l p  t h e  problems t h a t  J e r r y  Cor r igan
h a s  t i c k e d  o f f ?  I d o n ’ t  t h i n k  s o .  Going i n t o  a r e c e s s i o n  w i t h  a 
heavy d e b t  l o a d  d o e s n ’ t  u s u a l l y  make t h e  d e b t  l o a d  any l i g h t e r :  it 
j u s t  makes i t  l o o k  a l o t  h e a v i e r  t o  s e r v i c e .  A l s o .  I d o n ’ t  t h i n k  t h a t  
a r e c e s s i o n  h e r e  would h e l p  o u r  t r a d i n g  p a r t n e r s .  A s  I r e a d  t h e  
growth numbers i n  Germany, J a p a n ,  Canada, and some o t h e r  c o u n t r i e s ,  it 
seems t o  m e  t h a t  t h e y  a r e  n o t  a l l  t h a t  r o b u s t  anyway. They do depend 
a l o t  upon t h e i r  b u s i n e s s  d e a l i n g s  w i t h  us a n d ,  t h e r e f o r e ,  I c a n ’ t  
imagine t h a t  we wou ldn’ t  t a k e  many of  them w i t h  u s ,  which i n  t u r n .  
would make our  new-found a b i l i t y  t o  e x p o r t  a l o t  more d i f f i c u l t  t o  
t a k e  advantage  o f  because  you have t o  have somebody t o  buy t h o s e  
e x p o r t s  t h a t  we now can  produce e f f i c i e n t l y .  S o .  t o  summarize.  I j u s t  
am conce rned .  And I r e a l l y  t h i n k  t h a t  w e  ought  t o  watch t h e  incoming 
d a t a  ex t r eme ly  c a r e f u l l y  f o r  s i g n s  o f  more weakness t h a n  w e  a r e  now 
e x p e c t i n g .  

CHAIRMAN GREENSPAN. Governor K e l l e y .  

MR. KELLEY. Very b r i e f l y ,  Mr. Chairman. I t h i n k  most t h i n g s  
have been s a i d ,  b u t  j u s t  t o  g e t  on t h e  r e c o r d  h e r e :  While I a g r e e  w i t h  
Bob Boykin and o t h e r s  t h a t  t h e  s i t u a t i o n  i s  f r a g i l e ,  p a r t i c u l a r l y  i n  
t h e  E l e v e n t h  D i s t r i c t ,  which I am s t i l l  p r e t t y  c l o s e  t o .  I s h a r e  Bob 
H e l l e r ’ s  view t h a t  t h e r e  i s  a l o t  o f  room f o r  b e i n g  o p t i m i s t i c  about  a 
l i g h t  a t  t h e  end o f  t h e  t u n n e l .  The r i s k s  h e r e ,  I t h i n k .  a r e  two 
p r i m a r i l y .  Number one.  a s  Ed Boehne and o t h e r s  have s a i d ,  no more 
shocks  i s  t h e  key .  If w e  can  avo id  t h a t ,  I t h i n k  t h i n g s  w i l l  be 
enormously o p t i m i s t i c .  I a l s o  a g r e e  w i t h  Governor Seger  t h a t  it i s  
v e r y  i m p o r t a n t  t h a t  we--and I mean we i n  t h e  c o r p o r a t e  s e n s e - - d o  
whatever  w e  can  t o  avo id  a r e c e s s i o n ,  which i s  i n  nobody’s i n t e r e s t  a t  
a t i m e  l i k e  t h i s .  S o ,  t h o s e  a r e  t h e  two t h i n g s  t h a t  I would l i k e  t o  
keep a weather  eye  t o :  have no more shocks  and avo id  a r e c e s s i o n  t o  
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t h e  e x t e n t  t h a t  w e  can  do t h a t .  I would l i k e  t o  comment b r i e f l y  on 
J e r r y  C o r r i g a n ’ s  conce rn  abou t  t h e  h i g h  l e v e l  of d e b t .  which h a s  been 
one o f  my f a v o r i t e  themes a l s o .  I t h i n k  t h a t  t i e s  t o g e t h e r  w i t h  Frank  
M o r r i s ’  comment abou t  t h e  p r e s s u r e  f o r  marke t  s h a r e  t h a t  peop le  f e e l .  
The c r e a t i o n  of a l l  o f  t h i s  d e b t  h a s  p u t  peop le  i n  a s i t u a t i o n  where 
t h e r e  i s  enormous p r e s s u r e  t o  produce :  t h a t ’ s  n o t  o n l y  t r u e  f o r  
f o r e i g n  economies and t h e i r  p r e s s u r e  t o  m a i n t a i n  market  s h a r e  h e r e  b u t  
it i s  a l s o  t r u e  d o m e s t i c a l l y .  Peop le  who a r e  i n  d e b t  need t o  keep
t h e i r  j o b s .  So  pe rhaps  if t h e r e  i s  a good s i d e  t o  a l l  o f  t h i s  d e b t  
c r e a t i o n ,  it l i e s  i n  t h e  f a c t  t h a t  it p u t s  t remendous p r e s s u r e  on 
everybody t o  be  p r o d u c t i v e  and ,  t h u s ,  it shou ld  have a l o n g - t e r m  
downward d r a g  on t h e  i n f l a t i o n a r y  conce rns  t h a t  we a l l  have .  

CHAIRMAN GREENSPAN. We h a v e n ’ t  hea rd  from P r e s i d e n t s  Guffey 
and Hoskins .  Do e i t h e r  o f  you wish  t o  add t o  t h e  body o f  knowledge? 

MR.  GUFFEY. Well. Mr. Chairman. I d o n ’ t  t h i n k  t h a t  I can :  s o  
I w i l l  r e s p e c t f u l l y  p a s s .  

MR. H O S K I N S .  I would speak  o n l y  w i t h  some t r e p i d a t i o n ,  
s i n c e  my f i r s t  FOMC mee t ing  by t e l e p h o n e  r e s u l t e d  i n  a 508  p o i n t  d rop
i n  t h e  s t o c k  m a r k e t .  I w i l l  make a n o t h e r  o b s e r v a t i o n ,  however.  I 
have been  a Rese rve  Bank P r e s i d e n t  about  t h r e e  weeks now and I ’ v e  
p r o b a b l y  p a r t i c i p a t e d  i n  more FOMC mee t ings  i n  t h a t  t i m e  t h a n  any
o t h e r  t h r e e - w e e k  P r e s i d e n t .  I n  t e r m s  o f  t h e  Four th  D i s t r i c t ,  it i s  
p robab ly  v e r y  t y p i c a l - - s i m i l a r  t o  what S i  Keehn h a s  i n d i c a t e d .  We 
p o l l e d  [ D i s t r i c t  c o n t a c t s ]  p r i o r  and a f t e r  t h e  problem i n  t h e  market  
and ,  b a s i c a l l y ,  hea rd  o f  no major  p u l l b a c k s  i n  e i t h e r  c a p i t a l  goods o r  
on t h e  r e t a i l  s i d e .  The  o n l y  comment I would l i k e  t o  make i s  t h a t  I 
do have some c o n c e r n s  abou t  t h e  d o l l a r  and any a t t e m p t s  t o  keep i t  a t  
a l e v e l  t h a t  i s  o t h e r  t h a n  what t h e  marke t  wan t s .  p a r t i c u l a r l y ,  if w e  
s i g n a l  t h a t  a s  p o l i c y  makers  t h r o u g h  i n t e r e s t  r a t e s .  

CHAIRMAN GREENSPAN. I n  view of t h e  t i m e .  i t ’ s  p robab ly
a d v i s a b l e  t o  b r e a k  f o r  c o f f e e ,  assuming t h a t  it h a s n ’ t  g o t t e n  c o l d  
y e t .  Then w e  w i l l  come back  and Don Kohn w i l l  b r i e f  us  on monetary 
p o l i c y .  

[Coffee  b reak ]  

CHAIRMAN GREENSPAN. Mr. Kohn. 

MR. KOHN. [ S t a t e m e n t - - s e e  Appendix.]  

CHAIRMAN GREENSPAN. Are t h e r e  q u e s t i o n s  f o r  M r .  Kohn? M r .  
S t e r n .  

MR. STERN. Given all t he  u n c e r t a i n t i e s  and e v e r y t h i n g .  what 
do you have f o r  t h e  f o r e c a s t  o f  a g g r e g a t e  growth f o r  t h e  f i r s t  q u a r t e r  
o r  two o f  n e x t  y e a r .  You seem t o  have a s h a r p ,  o r  a t  l e a s t  what I 
would c a l l  a s i g n i f i c a n t ,  s lowing  l a t e  t h i s  y e a r .  I ’ m  j u s t  c u r i o u s  
about  what you have .  

MR. KOHN. We would have growth p i c k i n g  up i n  t h e  f i r s t  
c o u p l e  of q u a r t e r s  o f  n e x t  y e a r ,  p r i m a r i l y  because  o f  t h e  e f f e c t s  of  
t h e  lower  i n t e r e s t  r a t e s  i n  t h e  f o u r t h  q u a r t e r .  For  example,  w e  have 
M2 p i c k i n g  up a l i t t l e  t o  a r ange  o f  6 t o  7 p e r c e n t  i n  t h e  f i r s t  h a l f  
of n e x t  y e a r  r a t h e r  t h a n  t h e  6 p e r c e n t  we have t h i s  y e a r .  We have M 1  
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slowing down a little, but that’s partly because demand deposits push 

up the fourth quarter. Basically, we have these offsetting effects: 

we have interest rates declining and that tends to push up growth,

especially as the previous increase in interest rates wears off toward 

the end of this quarter and the beginning of next quarter: but, of 

course, we have lower income growth and reduced wealth. and that tends 

to keep monetary growth down. We see some stronger growth--


MR. PARRY. Why is there such a significant change going from 

November to December? 


MR. KOHN. On Ml? 


MR. PARRY. Yes M1. and a little on 


MR. KOHN. It’s partly the monthly averaging results of the 

gyrations in demand deposits. 


MR. PARRY. All right. 


MR. KOHN. In fact, we had demand deposits not declining

until another week or two: they declined earlier than we were 

expecting, so I’d expect a lower November and then a little stronger

growth rate in December. It wouldn’t affect the September-to-December

path. 


CHAIRMAN GREENSPAN. Any more questions? 


MR. MORRIS. I have an impossible question for you, Don. If 

the dollar goes down significantly in the next couple of months, which 

I think is going to happen, how do we prevent that from spilling over 

into a rise in bond yields? That is the conflict we are going to be 

faced with in the next month, it seems to me. 


MR. KOHN. I’m not sure you can. But my thinking on this is 
that the important variable here, as to whether or not that happens or 
the degree to which that happens, is the way people are assessing the 
economy. Think back a year or a year and a half ago, to 1986, when we 
had easier monetary policy, dollar declines, and the bond market 
declining for the first part of the year. Now, oil prices and 
inflation expectations were important there: [they were expected] to 
be stable through the rest of the year even as the dollar continued to 
decline. But that was in an environment in which inflation wasn’t 
expected to pick up: incoming data were suggesting very little 
inflation and the economy was widely viewed at that time as being
quite weak. S o ,  I think if a dollar decline occurred in an 
environment in which people thought that the economy was weak or that 
the chance of a pickup in inflation wasn’t large, then the bond market 
effect would be muted: but if the economy didn’t look [weak]. as a 
response to the stock market, for example, and the dollar started 
dropping rapidly, we could be back where we were this summer. 

CHAIRMAN GREENSPAN. Any other questions of Don? Let me 

start off with a review of where I think we have been. In a certain 

sense, we have been very fortunate for the last couple of weeks. We 

chose to supply the demand for excess reserves in the system. We did 

it essentially by endeavoring to target the funds rate because, 

obviously, if we target the funds rate then we automatically supply 
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t h e  demand f o r  r e s e r v e s  a t  t h a t  i n t e r e s t  r a t e .  And, i n  t h a t  c o n t e x t .  
i t ’ s  c r u c i a l  t h a t  you come o u t  w i t h  t h e  r i g h t  r a t e .  I t h i n k  w e  
fumbled i n t o  it and ,  a t  l e a s t  i n  r e t r o s p e c t .  it l o o k s  a s  t hough  it 
came o u t  t o  be  abou t  where it shou ld  b e :  namely, s l i g h t l y  under  7 
p e r c e n t .  As a r e s u l t ,  I t h i n k  we have s e e n  a m a r g i n a l  r e t u r n  toward 
t h e  normal r e l a t i o n s h i p s .  d e f i n e d  i n  t h i s  c o n t e x t  a s  r e f l e c t i n g  t h e  
d i f f e r e n t i a l  y i e l d  s p r e a d s  and t h e  b a s i c  f l i g h t - - o r  c r a s h - - t o  q u a l i t y  
t h a t  seemed t o  be  o c c u r r i n g  a t  t h a t  p o i n t .  We can  go on w i t h  t h i s  
p o l i c y  f o r  a w h i l e ,  and my i m p r e s s i o n  i s  t h a t  we  have v e r y  l i t t l e  
c h o i c e  b u t  t o  do t h a t .  I t h i n k ,  however,  it i s  i m p o r t a n t  t o  remember 
t h a t  we have a number of s e q u e n t i a l  d a n g e r s  o u t  t h e r e .  I t h i n k  t h e  
one o f  utmost  i m p o r t a n c e ,  a g a i n s t  which a l l  e f f o r t s  have t o  be  
d i r e c t e d ,  i s  what I would c a l l  a f l i g h t  f rom t h e  f u t u r e .  A t  t h e  
moment t h e r e  i s  inves tmen t  go ing  on i n  t h e  l o n g e r  term of  t h i s  
c o u n t r y .  I n  o t h e r  words ,  peop le  a r e  buying  l o n g e r - t e r m  bonds:  t h e y  
a r e  s t i l l  buy ing  s t o c k s ,  and y i e l d s  a r e  n o t  a l l  t h a t  bad:  t h e  exchange 
r a t e  i s  s o f t  b u t  i t ’ s  [ n o t ]  f a l l i n g  on i t s  f a c e .  I t  i s  n o t  a l l  t h a t  
d i f f i c u l t  t o  imagine  a l e s s  deve loped  c o u n t r y  s c e n a r i o  where what we 
had would have l e d  t o  a d r a m a t i c  c o l l a p s e  i n  t he  exchange r a t e ,  a huge
r i s e  i n  l o n g - t e r m  bond r a t e s ,  o r  t h e  e f f e c t i v e  d i s a p p e a r a n c e  o f  t h e  
l o n g - t e r m  bond marke t .  Obv ious ly ,  under  t h o s e  c o n d i t i o n s  t h e  s t o c k  
market  would f a l l  away and e v e r y t h i n g  would implode i n t o  t h e  s h o r t  
r u n .  And t h e  b i l l  r a t e  would c o l l a p s e ,  and we would have a l l  t h e s e  
c r a z y ,  h o r r i b l e  e v e n t s  t h a t  none of us  t h i n k s  can  happen u n t i l  we s e e  
them. Now t h a t ’ s  t h e  t y p e  o f  s c e n a r i o  t h a t  would f o r c e  u s ,  j u s t  t o  
p r e s e r v e  t h e  s y s t e m ,  t o  move t h e  d i s c o u n t  r a t e  up two o r  t h r e e  p o i n t s .
And t h e n  w e  would g e t  i n t o  t h e  t y p e s  o f  problems t h a t  a h i s t o r i c  
monetary c o l l a p s e  always c r e a t e s .  W e  a r e  f a r  f rom t h a t  a t  t h i s  s t a g e ,
b u t  I s u s p e c t  a l o t  n e a r e r  t h a n  we would l i k e  t o  b e l i e v e .  because  
f i n a n c i a l  marke t s  have been s o  i n h e r e n t l y  u n s t a b l e ,  j u s t  l o o k i n g  a t  
t h e  v a r i a t i o n s  i n  volume and p r i c e s .  The e v a l u a t i o n  p r o c e s s  which 
runs  s t o c k s  t he  way t h e y  have  been r u n n i n g  i n  t h e  l a s t  two weeks 
s u g g e s t s  a d e g r e e  of  u n c e r t a i n t y - - e s p e c i a l l y  a d e g r e e  of u n c e r t a i n t y ,
p o t e n t i a l l y .  i n  t h e  f o r e i g n  exchange marke t s .  We cou ld  v e r y  r e a d i l y  
s e e  a major  endeavor  t o  s h i f t  p o r t f o l i o s  o u t  o f  d o l l a r - d e n o m i n a t e d  
s e c u r i t i e s  i n t o  t h o s e  denominated i n  o t h e r  c u r r e n c i e s .  That  o b v i o u s l y  
c a n ’ t  be  s u c c e s s f u l ,  a f t e r  t h e  f a c t ,  b u t  i t  can  have powerfu l  e f f e c t s  
on t h e  exchange r a t e s .  I t h i n k ,  a s  a consequence ,  t h i s  i s  a p o t e n t i a l  
danger  o u t  t h e r e .  

Obv ious ly ,  we have t o  be v e r y  c a u t i o u s  about  how we move from 
t h e  p a t h  t h a t  we a r e  on toward  a more s t a b l e  r e g u l a r  p o l i c y - o r i e n t e d
p o s i t i o n .  Consequen t ly ,  a s  I s a i d ,  I s e e  no r e a l  a l t e r n a t i v e  t o  
t r y i n g  t o  o p e r a t e ,  r o u g h l y ,  a l o n g  t h e  l i n e s  o f  what we a r e  c a l l i n g
a l t e r n a t i v e  “B”  a t  t h i s  s t a g e .  H o p e f u l l y .  i f  t h i s  s i t u a t i o n  c o n t i n u e s  
t o  s t a b i l i z e ,  we w i l l  be a b l e  g r a d u a l l y  t o  p u l l  away from f u n d s  r a t e  
t a r g e t i n g  and a l l o w  t h e  s u p p l y  o f  e x c e s s  r e s e r v e s  t o  f a l l  w i t h  t h e  
d e c l i n e  i n  demand. A t  t h a t  p o i n t ,  o b v i o u s l y .  w e  w i l l  b e  s e e i n g  a 
c l o s i n g  of t h e  b i l l  r a t e l f u n d s  r a t e  s p r e a d  and presumably we w i l l  be 
s e e i n g  t h e  l o n g e r - t e r m  c o r p o r a t e  Baa l e s s  U.S.  T r e a s u r y  s p r e a d  come 
back down, and t h e  junk  bonds even  w i l l  l ook  a lmos t  s a l e a b l e .  But w e  
a r e  s t i l l  a goodly way away from t h a t :  we a r e  s t i l l  n o t  normal .  These 
a r e  n o t  anywhere c l o s e  t o  normal r e l a t i o n s h i p s .  normal c r e d i t  
c o n d i t i o n s .  o r  normal a t t i t u d e s  i n  t h e  marke t .  I t h i n k  t h e r e ’ s  a 
s e n s e  of r e l i e f  o u t  t h e r e ,  b u t  I d o n ’ t  t h i n k  i t ’ s  anywhere c l o s e  t o  a 
s e n s e  of s t a b i l i t y .  The f a c t  t h a t  we have had a 500 p o i n t  d rop  i n  t h e  
Dow. a s  f a r  a s  I ’ m  concerned .  has  now changed a l l  t h e  program t r a d i n g ,
a l l  of t h e  d i f f e r e n t  t y p e s  of r i s k  o p e r a t i o n s  [ u n i n t e l l i g i b l e 1  peop le  
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t a k e .  I t ' s  h a r d  f o r  m e  t o  s e e  t h e  s t o c k  market  go ing  a l l  t h e  way back 
t o  where it was.  I t h i n k  t h e  r i s k  premiums t h a t  a r e  now a s s o c i a t e d  
w i t h  what cou ld  happen have [ u n i n t e l l i g i b l e ] .  I t  i s  c o n c e i v a b l e ,  
t h e r e f o r e .  t h a t  i n  r e t r o s p e c t  t h i s  whole t h i n g  c o u l d  t u r n  o u t  t o  have 
been a remarkable  b l e s s i n g .  I must t e l l  you t h a t  t h e  odds of it 
coming o u t  t h a t  way canno t  be  v e r y  l a r g e ,  b u t  t h e y  a r e  n o t  z e r o  
e i t h e r .  

I n  any e v e n t ,  s t r a n g e l y .  I d o n ' t  t h i n k  w e  have a p o l i c y
problem. a t  l e a s t  a s  I s e e  i t ,  a s  t o  what o u r  p o l i c y  shou ld  b e ,  
because  it seems t h a t  it shou ld  be  j u s t  a n  a u t o m a t i c  c o n t i n u a t i o n  of 
what we have been d o i n g ,  s o  we can  phase  i n t o  someth ing  more 
permanent ly .  There  i s  a l s o  t h e  i s s u e  o f  how we p o r t r a y  o u r s e l v e s  t o  
t h e  p u b l i c .  And t h a t ' s  n o t  o n l y  t h e  i s s u e  of  what we do b u t  o f  how we 
s a y  i t - - h o w  we w r i t e  down t h e  d i r e c t i v e - - b e c a u s e  t h i s  p a r t i c u l a r
d i r e c t i v e  i s  go ing  t o  be  d i s a g g r e g a t e d  i n  such  d e t a i l  t h a t  p e r i o d s  and 
m i s p r i n t s  a r e  go ing  t o  be r e a d  a s  hav ing  g r e a t ,  g r e a t  impor t ance .  S o ,  
I mere ly  wish  t o  s a y  t h a t  I ' d  a p p r e c i a t e  n o t  o n l y  your  t h o u g h t s  and 
your  u s u a l  comments h e r e  on t h e  i s s u e  of  p o l i c y - - t h e  b o r r o w i n g - - b u t
a l s o  your  recommendations on how we  p o r t r a y  o u r s e l v e s  t o  t h e  p u b l i c  a t  
l a r g e  i n  t h e  s p e c i f i c  f o r m u l a t i o n  of  t h e  d i r e c t i v e .  t a k i n g  any
r e v i s i o n s  from what w e  t e n t a t i v e l y  p u t  down i n  t h e  Bluebook. Governor 
Ange l l .  

MR. ANGELL. Yes, Mr. Chairman I ' m  d e l i g h t e d  t o  have you t a k e  
t h a t  p o s i t i o n .  I s u p p o r t  you and a l t e r n a t i v e  "B"  and bor rowings  o f  
$ 4 5 0  m i l l i o n .  But I ' d  l i k e  t o  s u g g e s t  somewhat o f  a v a r i a t i o n  on t h a t  
i n  r e g a r d  t o  t h e  f e d  funds  r ange .  O r d i n a r i l y .  we would l e a v e  it a t  5 
t o  9 p e r c e n t :  b u t  it seems t o  me t h a t  t h e r e  are  about  t h r e e  r e a s o n s  
why w e  might  lower t h a t  t o  4 t o  8 p e r c e n t  under  a l t e r n a t i v e  " B " .  And 
i n  p a r t .  t h i s  s p e a k s  t o  how t h a t  would be  i n t e r p r e t e d  a s  peop le  r e a d  
t h e s e  m i n u t e s .  I n  r e g a r d  t o  P r e s i d e n t  M o r r i s '  comments abou t  upward 
movement i n  i n t e r e s t  r a t e s ,  a d r a m a t i c  movement upward t o  t h e  9 
p e r c e n t  f e d  funds  l e v e l  s e e m s  t o  me v e r y  u n l i k e l y :  t h a t  p robab ly  would 
be d e s t a b i l i z i n g  i n  f i n a n c i a l  m a r k e t s .  So I ' d  r e a l l y  r a t h e r  have t h a t  
upward bound down a p o i n t .  I ' d  a l s o  l i k e  t o  have t h e  lower bound down 
a p o i n t  t o  4 p e r c e n t  b e c a u s e ,  w h i l e  we a r e  n o t  a n t i c i p a t i n g  i t ,  t h e r e  
might  be  some c i r c u m s t a n c e  between Open Market Committee mee t ings  t h a t  
would g i v e  us  t h e  f l e x i b i l i t y  [ t o  move] downward, and t h a t  might  be  
a p p r o p r i a t e .  S o ,  4 t o  8 p e r c e n t  on t h e  f e d  f u n d s  r a n g e ,  even though 
i t  would m a i n t a i n  t h e  p o l i c y  s t a n c e  abou t  where we a r e ,  would g i v e  us 
a s l i g h t  v a r i a t i o n .  F r a n k l y ,  I would p r e f e r  s t a y i n g  w i t h  v a r i a t i o n  I1 
of  t h e  language  [shown i n  t h e  Bluebook] .  which i s  t h e  more normal 
e x p r e s s i o n .  I t  j u s t  seems t o  me t h a t  t h e  a d d i t i o n a l  language  shown i n  
v a r i a t i o n  I cou ld  pose d i f f i c u l t i e s .  The v e r y  n i c e  t h i n g  abou t  t h e  
s t a t e m e n t  t h a t  was r e l e a s e d  by t h e  Board Tuesday morning,  October  
2 0 t h .  was t h a t  it was v e r y  s imple  and s h o r t .  And I would p r e f e r  i n  
v a r i a t i o n  I1 t o  have t h e  words r e a d  " s l i g h t l y  g r e a t e r  . . .  might"  and 
"somewhat less  . . .  would" be  a c c e p t a b l e .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Boehne. 

MR. BOEHNE. Wel l ,  Mr. Chairman. y o u ' r e  v e r y  p e r s u a s i v e  i n  
terms o f  keep ing  t h i n g s  where t h e y  a r e ,  b u t  I have  a somewhat 
d i f f e r e n t  i n t e r p r e t a t i o n  of  where w e  a r e .  I t  seems t o  m e  t h a t  w e  a r e  
somewhere between a l t e r n a t i v e s  "A" and "B" ,' w e  may be  c l o s e r  t o  "B" 
t h a n  t o  " A " .  b u t  I t h i n k  t h a t  w e  a r e  i n  t h e  "A" - "B"  r ange  f o r  
p o l i c y .  w i t h  a f e d e r a l  f u n d s  t a r g e t  o f  someth ing  under  7 p e r c e n t .  
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perhaps  6 - 7 1 8  p e r c e n t  o r  j u s t  a t o u c h  h i g h e r .  I t  s t r i k e s  m e .  
t h e r e f o r e ,  t h a t  i f  w e  go w i t h  "B" t h a t  w e  w i l l ,  i n  e f f e c t ,  be 
t i g h t e n i n g  somewhat even though i t ' s  a s u b t l e  t i g h t e n i n g .  And I s e n s e  
t h a t  i f  we d e v i a t e  a t  a l l  f rom where we a r e ,  t h a t  it might  be  b e t t e r  
t o  e a s e  j u s t  a t o u c h .  So  I come down b e i n g  i n  t h e  a l t e r n a t i v e  "A" 
column. I t ' s  t r u e  t h a t  w e  have a l o t  o f  u n c e r t a i n t y  and we d o n ' t  know 
w h a t ' s  go ing  t o  happen.  But I do t h i n k  t h e r e  have been enough
c h a n g e s ,  a t  l e a s t  i n  terms o f  s h i f t s  i n  t h e  d i r e c t i o n  o f  t h e  r i s k s ,  
t h a t  it i s  i m p o r t a n t  f o r  u s  t o  h e l p  anchor  t h e  lower  r a t e s  t h a t  we 
have a c h i e v e d  t h e  l a s t  coup le  o f  weeks. And it seems t o  me t h a t  
someth ing  c l o s e r  t o  "A" t h a n  "B" h e l p s  t o  do t h a t ,  because  t h o s e  lower 
r a t e s  t h a t  we have had a r e  i m p o r t a n t  f o r  o f f s e t t i n g  t h e  e f f e c t s  t h a t  
we a r e  go ing  t o  g e t  f rom t h e  s t o c k  marke t .  I t h i n k  t h a t  it ought  t o  
be c l e a r  t h a t  t h e  F e d e r a l  Reserve  i s  t r y i n g  t o  do t h a t :  and I t h i n k  
t h a t  a l t e r n a t i v e  "A"  does  t h a t  l e s s  ambiguously t h a n  a l t e r n a t i v e  "B"  . 
C l e a r l y ,  t h e r e  i s  a r i s k  i n  t h e  d o l l a r  b u t ,  a s  I judge  t h e  s i t u a t i o n ,  
w e ' r e  n o t  t a l k i n g  abou t  v e r y  much of a change i n  r a t e s  and it seems t o  
me t h a t  t h e  environment  i s  such  t h a t  w e  cou ld  p robab ly  abso rb  t h a t  
r i s k  a t  t h e  moment. I would p r e f e r  V a r i a n t  I of  t h e  language  because  
I t h i n k  it s a y s  more c l e a r l y  what we a r e  d o i n g ,  and I t h i n k  i t ' s  
i m p o r t a n t  t h a t  t h e  d i r e c t i v e  t h a t  w e  pu t  o u t  s a y s  what w e ' r e  d o i n g .
Even though t h e  language  i s  d i f f e r e n t .  and w e  have  words l i k e  " b e i n g
f l e x i b l e "  and s o  on.  t h a t ' s  e x a c t l y  t h e  s i t u a t i o n  t h a t  we a r e  i n .  So 
it seems t o  me t h a t ' s  what w e  ought  t o  go w i t h .  If we go w i t h  
a l t e r n a t i v e  " A " ,  t h e n  I t h i n k  some symmet r i ca l  l anguage  i s  
a p p r o p r i a t e ,  w i t h  "somewhats" and "mights"  on b o t h  s i d e s .  Now, we a r e  
e f f e c t i v e l y  o p e r a t i n g  on a f e d e r a l  funds  s t r a t e g y .  When we were on a 
f e d e r a l  funds  s t r a t e g y  i n  t h e  1 9 7 0 s .  w e  t ended  t o  have Open Market 
Committee mee t ings  e v e r y  t h r e e  o r  f o u r  weeks.  As we moved more i n t o  a 
r e s e r v e - b a s e d  s t r a t e g y ,  we were a b l e  t o  l e n g t h e n  o u t  t h e  mee t ing
i n t e r v a l s  t o  e v e r y  s i x  weeks o r  s o .  So i t  seems t o  m e  t h a t  wherever  
we se t  t h e  funds  r a t e  t o d a y .  we a r e  go ing  t o  have t o  l o o k  a t  it v e r y
f r e q u e n t l y .  And I would t h i n k  t h a t  we ought  t o  p l a n  a t  l e a s t  one 
t e l e p h o n e  mee t ing  two o r  t h r e e  weeks hence .  s imply  because  if y o u ' r e
go ing  t o  o p e r a t e  on a f e d e r a l  f u n d s  t a r g e t ,  by n e c e s s i t y  you have t o  
have more m e e t i n g s .  

CHAIRMAN GREENSPAN. May I j u s t  i n t e r p o s e  t h a t  we have 
i n t e r p r e t e d  what we a r e  do ing  a s  a l t e r n a t i v e  " B " .  L e t ' s  t r y  t o  make 
c e r t a i n  t h a t  we a r e  n o t  d e a l i n g  w i t h  d i f f e r e n c e s  of c u r r e n t  
p e r c e p t i o n .  Don, do you want t o  a d d r e s s  t h i s  i s s u e ?  What I d o n ' t  
want t o  happen h e r e  i s  t o  have d i f f e r e n c e s  which r e a l l y  r e l a t e  t o  what 
we a r e  do ing  a s  d i s t i n c t  f rom where we want t o  b e .  

MR. KOHN. We, of  c o u r s e ,  wro te  " B "  a s  $ 4 5 0  m i l l i o n  because  
t h a t ' s  what we have been w r i t i n g  i n t o  t h e  r e s e r v e  p a t h .  I t h i n k  you 
can  make an a rgument ,  and P e t e r  pe rhaps  w i l l  want t o  comment on t h i s ,  
t h a t  w e  r e a l l y  have been o p e r a t i n g  a b i t  e a s i e r  t h a n  a $ 4 5 0  m i l l i o n  
bor rowing  l e v e l  might  s u g g e s t .  If  you wanted t o  be  c e r t a i n ,  o r  a s  
c e r t a i n  a s  you can  be on t h i s  s o r t  of t h i n g ,  t h a t  t he  c e n t e r  o f  
g r a v i t y  f o r  t h e  funds  r a t e  r e a l l y  was below 7 p e r c e n t  and t h a t  i t ' s  
more l i k e l y  t o  ave rage  i n  t h e  6 - 3 1 4  t o  6 - 7 1 8  p e r c e n t  a r e a  and t o u c h  7 
p e r c e n t  o n l y  se ldomly .  t h e n  a $400 m i l l i o n  bor rowing  t a r g e t  might g i v e  
you a l i t t l e  more a s s u r a n c e  i n  t h a t  r e g a r d  t h a n  a $ 4 5 0  m i l l i o n  
bor rowing  t a r g e t .  And maybe t h a t  i s  a l i t t l e  more c o n s i s t e n t  w i t h  
what we have a c t u a l l y  been d o i n g .  P e t e r ,  do you have more? 
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MR. STERNLIGHT. No, I t h i n k  t h a t  would make my p o i n t :  I 
r e g a r d  t h a t  k ind  o f  t h i n g  a s  w i t h i n  t h e  f l e x i b i l i t y  t h a t  i s  s t a t e d  i n  
t h e  d i r e c t i v e .  

MR. BOEHNE. Wel l ,  r a t h e r  t h a n  s a y  a l t e r n a t i v e  " A " .  "B" I o r"C" , l e t  m e  s a y  t h a t  I would p r e f e r  t o  have t h e  funds  r a t e  c e n t e r e d  on 
6 - 3 1 4  t o  6 - 7 1 8  p e r c e n t  r a t h e r  t h a n  around 7 p e r c e n t .  Now whether  
t h a t ' s  " A " - -

CHAIRMAN GREENSPAN. Well .  t h a t ' s  a c t u a l l y  where w e  a r e .  

MR. ANGELL. T h a t ' s  where "B" would be .  

CHAIRMAN GREENSPAN. T h a t ' s  where we t h i n k  we a r e  a t  t h e  
moment. 

MR. BOEHNE. But w e  a r e  t a l k i n g  h e r e  abou t  a l t e r n a t i v e  "B"  
d e l i v e r e d - .  

MR. JOHNSON.  J u s t  t a k e  whatever  borrowing i s  c o n s i s t e n t .  

MR. BOEHNE. R i g h t ,  b u t  a s  I r e a d  t h e  Bluebook,  under  
a l t e r n a t i v e  "B" we're  t a l k i n g  of a funds  r a t e  c e n t e r i n g  more a round 7 
p e r c e n t .  

MR. ANGELL. No, no.  

MR. JOHNSON.  T h a t ' s  what "B" s a y s .  

MR. BOEHNE. T h a t ' s  what "B"  s a y s ,  y e s .  

CHAIRMAN GREENSPAN. I t h i n k  t h a t ' s  a rounding  q u e s t i o n .  

MR. BOEHNE. Wel l .  I ' d  l i k e  t o  round it t o  6 - 3 1 4  p e r c e n t .  if 
t h a t ' s  c u r r e n t  p o l i c y .  I ' m  f o r  c u r r e n t  p o l i c y :  i f  t h a t ' s  " A " .  I ' m  f o r
"AM . 

MR. ANGELL. Mine a l s o  would be  [ c u r r e n t  p o l i c y ] .  I would 
presume t h a t  b r i n g i n g  t h e  wide r ange  f o r  t h e  f ed  funds  r a t e  down t o  4 
t o  8 p e r c e n t  would be  more c o n s i s t e n t ,  i n  t h e  s h o r t  run  w h i l e  we a r e  
i n  t h i s  p e r i o d  of g r e a t e r  f l e x i b i l i t y ,  w i t h  a s h o r t - r u n  p o l i c y  i n  
which w e  would r e a l l y  h o l d  it and n o t  l e t  it go t o  7 p e r c e n t  and n o t  
l e t  it go above 7 p e r c e n t .  

CHAIRMAN GREENSPAN. Ed. what borrowing number were you
t h i n k i n g  o f ?  Are you t h i n k i n g  of  $250 m i l l i o n ,  which i s  what t h e  "A" 
number a c t u a l l y  i s ?  

MR. BOEHNE. Well .  I am n o t  v e r y  concerned  abou t  t h e  
bor rowing  f i g u r e .  I want a 6 - 3 1 4  p e r c e n t  f u n d s  r a t e .  

CHAIRMAN GREENSPAN. You a r e  t a r g e t i n g  t h e  funds  r a t e ?  

MR. BOEHNE. If t h a t  t a k e s  $300 m i l l i o n  i n  bor rowing ,  I ' m  f o r  
$300 m i l l i o n :  i f  it t a k e s  $ 4 0 0  m i l l i o n ,  I ' m  f o r  $400 m i l i o n .  
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CHAIRMAN GREENSPAN. Well, t h e  borrowing  assumpt ion  i s  i n  
t h e r e .  When y o u ' r e  d e a l i n g  w i t h  t h i s  s o r t  o f  marke t  i t  j u s t  b r e a k s  
away f r o m - -

MR. BOEHNE. T h a t ' s  r i g h t ,  s o  I d o n ' t  t h i n k -

CHAIRMAN GREENSPAN. You have t o  make a d i s t i n c t i o n  of 
whether  you want t o  do bor rowing  o r  you want t o  do t h e  funds  r a t e .  

MR. BOEHNE. I want t o  do t h e  funds  r a t e :  t h a t ' s  what I want 
t o  do .  

CHAIRMAN GREENSPAN. You have made your  p o i n t .  P r e s i d e n t  
B lack .  

MR. BLACK. I t h i n k  t h e  p o i n t  a t  which you a r r i v e  h a s  t o  be  
dependent  i n  p a r t  on what you t h i n k  r e a l l y  happened t o  t h e  s t o c k  
marke t :  whether  it came from r e a l  shocks  o r  l i q u i d i t y  shocks  o r  some 
combina t ion .  I l e a n  t o  t h e  v iew t h a t  it was more r e a l ,  a l o n g  t h e  
l i n e s  of  what F rank  Mor r i s  was d e s c r i b i n g  e a r l i e r ,  i n  t h a t  t h e  
e a r n i n g s - p r i c e  r a t i o s  had g o t t e n  t o t a l l y  o u t  o f  l i n e  w i t h  t h e  bond 
y i e l d .  And t h e n  t h e r e  were a coup le  of s p a r k s  t h a t  s e t  it o f f :  t h e  
problems i n  t h e  P e r s i a n  Gulf  and t h e  l i k e l i h o o d  t h a t  w e  were go ing  t o  
e n a c t  some v e r y  s e v e r e  p r o t e c t i o n i s t  l e g i s l a t i o n .  A t  t h e  same t i m e ,  I 
t h i n k  t h e r e  were l i q u i d i t y  shocks  once t h i s  happened.  And I t h i n k  w e  
m e t  t h o s e  l i q u i d i t y  shocks .  a s  w e  ought  t o  i n  such  a c a s e .  when we 
i s s u e d  a s t a t e m e n t  t h a t  w e  would p r o v i d e  l i q u i d i t y .  But a s  f a r  a s  
t h e s e  r e a l  shocks  a r e  conce rned ,  I d o n ' t  t h i n k  t h e r e ' s  a l o t  t h a t  w e  
can  do abou t  t h a t  t h rough  p o l i c y .  S o .  I would come o u t ,  I t h i n k ,  
r i g h t  where you d i d  on t h i s .  M r .  Chairman. And l i k e  Ed Boehne, I 
would l o o k  th rough  t h e  bor rowing  t o  t he  f e d e r a l  f u n d s  r a t e  and [ s e e k  a 
r a t e ]  o f  around 6 - 3 / 4  t o  6 - 7 / 8  p e r c e n t .  which I had i n t e r p r e t e d  a s  
b e i n g  a l i t t l e  on t h e  e a s y  s i d e  o f  "B" a s  it was w r i t t e n  i n  t h e  
Bluebook, b u t  which you now have convinced m e  i s  r e a l l y  what you had 
i n  mind.  I n  v iew o f  t h e  way i n  which t h i s  d i r e c t i v e  i s  go ing  t o  b e  
d i s s e c t e d ,  I t h i n k  i t  would be  good t o  go w i t h  V a r i a n t  I .  But t h e r e  
a r e  a c o u p l e  o f  r e f e r e n c e s  i n  t h e r e  t h a t  would b o t h e r  me and might
confuse  t h e  m a r k e t .  I f  you l o o k  a t  t h e  r e f e r e n c e s  t o  g r e a t e r  
f l e x i b i l i t y  on l i n e s  105 and 106 o f  t h e  d r a f t  t h a t  was d i s t r i b u t e d  
w i t h  t h e  brown c o v e r .  t h a t  need f o r  g r e a t e r  f l e x i b i l i t y ,  I t h i n k ,  
cou ld  be  a l i t t l e  c o n f u s i n g  t o  t h e  marke t .  I t  i s n ' t  c l e a r  t o  m e  what 
it means and I d o n ' t  t h i n k  it would b e  c l e a r  t o  t h e  marke t .  I would 
h a s t e n  t o  add t h a t  t h i s  r e f e r e n c e  t o  o u r  i n t e n t i o n  t o  e n s u r e  a d e q u a t e  
l i q u i d i t y  i s  p e r f e c t l y  c l e a r  t o  m e  and I t h i n k  i t ' s  o b v i o u s l y
a p p r o p r i a t e .  S o .  on t h e  wording o f  t h i s .  I would t e n d  t o  end up t h e  
same way Governor Angel1 d i d  i n  s a y i n g  somewhat l e s s e r  r e s t r a i n t  
"would" and s l i g h t l y  g r e a t e r  r e s t r a i n t  "might" .  

CHAIRMAN GREENSPAN. P r e s i d e n t  P a r r y .  

MR. PARRY. M r .  Chairman, I would f a v o r  Bluebook a l t e r n a t i v e  
"B".  which I would i n t e r p r e t  t o  mean a funds  r a t e  of around 6 - 3 / 4  t o  7 
p e r c e n t .  I t  seems t o  me t h a t  w i t h  r a t e s  a t  t h a t  lower l e v e l  r e l a t i v e  
t o  what w e  had been l o o k i n g  a t  s i x  weeks ago ,  w e  w i l l  o f f s e t  most of  
t h e  n e g a t i v e  e f f e c t s  of what h a s  happened i n  t h e  s t o c k  marke t .  I n  
a d d i t i o n .  I would f a v o r  V a r i a n t  I and it seems t o  m e  t h a t .  g iven  t h e  
u n c e r t a i n t i e s .  symmet r i ca l  l anguage  would be a p p r o p r i a t e .  
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CHAIRMAN GREENSPAN. I ' m  s o r r y .  what l anguage?  

MR. PARRY. Symmetr ica l .  

CHAIRMAN GREENSPAN. P r e s i d e n t  F o r r e s t a l .  

MR. FORRESTAL. Wel l .  Mr. Chairman, I a g r e e  e n t i r e l y  w i t h  
your  a n a l y s i s  of t he  s i t u a t i o n ,  g iven  t he  u n c e r t a i n t y  and the  
p o t e n t i a l  f o r  a d d i t i o n a l  i n s t a b i l i t y  i n  t h e  marke t .  I t h i n k  t h a t  
a l t e r n a t i v e  "B" i s  t h e  c o r r e c t  a l t e r n a t i v e  f o r  p o l i c y  i n  t h e  s h o r t  
term. I would t a r g e t  t h e  f e d e r a l  funds  r a t e  a t  6 - 3 / 4  p e r c e n t :  I 
wou ldn ' t  worry about  bor rowing .  I n  o r d e r  t o  g e t  t h e  message a c r o s s  t o  
t h e  marke t s  a s  t o  what w e  a r e  do ing  a t  t h i s  v e r y  c r i t i c a l  t i m e .  I 
would f a v o r  V a r i a n t  I .  One p o i n t  I would make i s  t h a t  t h e  f o r e i g n
exchange market  developments  seem t o  me t o  b e  more s i g n i f i c a n t  t h a n  
i n d i c a t i o n s  of i n f l a t i o n a r y  p r e s s u r e s ,  s o  I would be  i n c l i n e d  t o  move 
t h a t  up i n  t h e  h i e r a r c h y  o f  e x p r e s s i o n s  t h e r e .  And I t h i n k  it i s  
i m p o r t a n t  t o  keep t h e  language  r e l a t e d  t o  f r e q u e n t  c o n s u l t a t i o n s .  We 
need t o  l e t  t h e  market  know t h a t  we a r e  a g g r e s s i v e l y  and a c t i v e l y
i n v o l v e d  i n  t h i s  whole s i t u a t i o n .  I would p r e f e r  a tilt i n  t h e  
d i r e c t i v e  towards  e a s i n g ,  which would l e a d  me t o  f a v o r  asymmetr ica l  
d i r e c t i v e  l anguage .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Boykin.  

MR. B O Y K I N .  Mr. Chairman, I ' m  r i g h t  a l o n g  w i t h  everyone
e l s e .  I f a v o r  t h e  6 - 3 1 4  p e r c e n t  funds  r a t e ,  which I guess  I would 
have d e s c r i b e d  a s  " A - "  o r  "B+" go ing  i n  [ t o  t h i s  d i s c u s s i o n ] .  b u t  your
d e s c r i p t i o n  of  "B" p u t s  me t h e r e ,  s o  I d o n ' t  have  any problem wi th  
t h a t .  On t h e  bor rowing  number I was t h i n k i n g  $300 m i l l i o n ,  b u t  I 
guess  t h a t  becomes whatever  it becomes, g iven  t h e  funds  r a t e  t h a t  
w e ' r e  l o o k i n g  f o r .  On t h e  l anguage ,  I f a v o r  V a r i a n t  I ;  I t h i n k  s a y i n g  
a s  w e l l  a s  we can  what i s  go ing  on i s  i m p o r t a n t .  O f  c o u r s e ,  t h a t  
won ' t  b e  r e l e a s e d  f o r  abou t  s i x  weeks and t h a t ' s  a w h i l e  down t h e  
r o a d .  If any m i s i n t e r p r e t a t i o n  seems t o  be  go ing  on i n  t h e  marke t s  a s  
t o  what w e  a r e  d o i n g ,  maybe a n o t h e r  s t a t e m e n t  such  a s  t he  one r e l e a s e d  
e a r l i e r  would be  c a l l e d  f o r .  I t h o u g h t  t h a t  was v e r y ,  v e r y
a p p r o p r i a t e .  I l i k e  t h i n g s  even on b o t h  s i d e s  a s  a r u l e ,  s o  symmetric 
l anguage  always a p p e a l s  t o  m e .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Melzer .  

MR. MELZER. I f a v o r  a l t e r n a t i v e  "B" . I have  one q u e s t i o n  I 
want t o  r a i s e .  If you l o o k  a t  t h e  d i r e c t i v e  i n  t h e  p o l i c y  r e c o r d  t h a t  
comes o u t  F r i d a y  and t h e n  you l o o k  a t  t h i s  language  h e r e ,  i t ' s  r e a l l y  
n o t  c l e a r  what " e x i s t i n g "  means. Nowhere i n  t h e  p o l i c y  r e c o r d  i s  it 
memor ia l ized  t h a t  t h e r e  was a n  ad jus tmen t  i n  t h e  bor rowing  t a r g e t ;  w e  
d o n ' t  p u t  bor rowing  t a r g e t s  i n  t h e r e .  I t h i n k  it was g e n e r a l l y
p e r c e i v e d .  b u t  it i s  n o t  r eco rded  t h e r e  i n  any f a s h i o n .  That  may be 
someth ing  t o  t h i n k  a b o u t .  I n  any c a s e .  I would l i k e  t o  e x p r e s s  a 
l i t t l e  concern  a l o n g  t h e  l i n e s  of  what J e r r y  s a i d  about  b a l a n c e  h e r e .  
There  h a s  been a major  s h i f t  i n  p o l i c y :  and t h e  broad  p e r c e p t i o n  o f  
p o l i c y ,  I t h i n k .  was t h a t  we were headed toward f u r t h e r  d e g r e e s  of 
t i g h t e n i n g  a t  t h e  l a s t  mee t ing .  That  h a s  been washed o u t  and t h e r e  
h a s  been some e a s i n g .  Now, on t h e  b a l a n c e  s i d e  my argument would be 
t h i s :  I guess  I neve r  f e l t  t h a t  w e  cou ld  defend a p a r t i c u l a r  l e v e l  of 
t he  d o l l a r - - t h a t ' s  go ing  t o  b e  s e t  by market  f o r c e s .  S o .  maybe now 
t h e  f a c t  t h a t  t h e  d o l l a r  h a s  moved down and t h e r e  h a v e n ' t  been major  
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a d v e r s e  e f f e c t s  t o  t h a t  i s  okay .  I n  t h e  s h o r t  run  I t h i n k  we can  
i n f l u e n c e  how t h a t  t r a n s i t i o n  t o  t h e  d i f f e r e n t  l e v e l s  t a k e s  p l a c e  and 
whether  i t ’ s  o r d e r l y  o r  n o t .  But it seems t o  m e  t h a t  any changes i n  
monetary p o l i c y  t h a t  w e  make now add t o  t he  p e r c e p t i o n  t h a t  a l l  t h a t  
i s  happening  i s  t h a t  t h e  d o l l a r  i s  a d j u s t i n g  t o  r e a s o n a b l e  market  
l e v e l s .  What I ’ m  t r y i n g  t o  s a y  i s ,  i f  i t ’ s  p e r c e i v e d  beyond t h a t  t h a t  
monetary p o l i c y  i s  b e i n g  conducted  i n  a f a s h i o n  t h a t  w e  r e a l l y  t h i n k  
w e  have t h e  l a t i t u d e  t o  run  o u t  o f  sync  w i t h  t h e  rest  of t h e  w o r l d ,  
t h a t  would be  v e r y  damaging t o  t h a t  f u t u r e  psychology t h a t  you’ve
d e s c r i b e d .  I n  o t h e r  words.  I t h i n k  w e  have l o s t  t h e  f l e x i b i l i t y  t o  
i g n o r e  what goes on i n  t h e  rest  of t h e  world h e r e .  P o l i c y
c o o r d i n a t i o n  i s  i m p o r t a n t  and I h a t e  t o  s e e  us t a k e  a p o l i c y  s t a n c e  i n  
t h e  s h o r t  run  t h a t  might  f u e l  t h a t  p e r c e p t i o n  t h a t  w e  somehow backed 
of f  t h e  need t o  do t h a t  f o r  a l l  t h e  r e a s o n s  w e  have  d i s c u s s e d  on t h e  
f i n a n c i a l  and t h e  r e a l  s i d e  t o d a y .  S o ,  i n  any c a s e .  I f a v o r  “ B ”  and 
symmet r i ca l  l anguage .  I t h i n k  V a r i a n t  I i s  f i n e  b u t  I come o u t  where 
Bob Black  i s :  i n  a s e n s e  t h e r e  a r e  t o o  many s t a t e m e n t s  i n  t h e r e  
d e a l i n g  w i t h  t h e  e x t r a o r d i n a r y  c i r c u m s t a n c e s :  it might  convey more of 
a s e n s e  of u n c e r t a i n t y  abou t  c u r r e n t  c o n d i t i o n s  t h a n  we want t o  
convey.  I t h i n k  I ’ d  s t i c k  w i t h  what Bob sugges t ed  on t h a t  f i r s t  
s t a t e m e n t - -

MR. JOHNSON. What d i d  Bob s a y ?  Did he s a y  j u s t  t a k e  o u t  
t h a t  o t h e r  s e n t e n c e ,  o r  what d i d  he mean? 

MR. MELZER. Wel l ,  I t h i n k  what he was s a y i n g  was s t a y  w i t h  
t h e  d e s i r e  t o  e n s u r e  t h e  p r o v i s i o n  o f  a d e q u a t e  l i q u i d i t y .  But t h e  
s t a t e m e n t s  abou t  f l e x i b i l i t y  i n  open market  o p e r a t i o n s  i n  l i n e s  90  and 
9 1  and t h e n  around l i n e  105 o r  s o  i n  t h e  p a r t  abou t  t h e  f r e q u e n t  
c o n s u l t a t i o n s  would be t h o u g h t s  I would be i n c l i n e d  t o  t a k e  o u t .  I 
t h i n k  o u r  a c t i o n s  a r e  more i m p o r t a n t  t h a n  o u r  words ,  and I t h i n k  t h e  
p e r c e p t i o n  of o u r  a c t i o n s  i n  t h e  f i n a n c i a l  marke t s  i s  a p o s i t i v e  one.  
I t h i n k  t h e  p e r c e p t i o n  i s  w e  a r e  do ing  t h e  r i g h t  t h i n g .  

CHAIRMAN GREENSPAN. Norm t e l l s  me t h a t  t h e  ad jus tmen t  and 
t h e  s w i t c h  w i l l  be  no ted  i n  t h e  n e x t  p o l i c y  r e c o r d .  

MR. MELZER. I t  w i l l  be?  

MR. BERNARD. T h a t ’ s  our  normal way t o  do i t .  y e s .  

MR. KOHN. But n o t  i n  t h e  one t h a t  w i l l  be r e l e a s e d  F r i d a y :
y o u ’ r e  r i g h t  abou t  t h a t .  

MR. MELZER. R i g h t :  s o  i n  t h e  v e r b i a g e  t h a t  l e a d s  up t o  t h i s  
d i r e c t i v e  we a r e  i n d i c a t i n g - -

MR. KOHN. R i g h t ,  t h e  one t h a t  w i l l  be r e l e a s e d  F r i d a y  l e a d s  
up t o  t h e  l a s t  mee t ing .  

MR. MELZER. I t h i n k  t h a t ’ s  f i n e .  

MR.  KOHN. I t  does  have a pa rag raph  i n  t h e r e ,  however,  n o t i n g
t h a t  t h e  Committee has  been c o n s u l t i n g  d a i l y  o v e r  t h i s  p e r i o d :  so  it 
s a y s  t h a t  t h e  Committee h a s  been meet ing  and r ev iewing  o p e r a t i o n s .  
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MR. MELZER. If w e  a r e  a d o p t i n g  t h e  e x i s t i n g  d e g r e e  o f  
r e s e r v e  r e s t r a i n t  now, t h a t  somehow i m p l i e s  t h a t  a change ,  i n  a p o l i c y  
s e n s e ,  o c c u r r e d  p r i o r  t o  t h i s  a c t i o n .  

MR. KOHN. R i g h t :  and t h a t  would be  cove red  i n  t h e  p o l i c y
r e c o r d  a s s o c i a t e d  w i t h  t h i s  mee t ing .  

MR. MELZER. But l e t  me a s k  you t h i s ,  Don: If t h e r e  had been 
a t e l e p h o n e  c a l l  a t  which t h a t  was s p e c i f i c a l l y  p u t  t o  a v o t e  would it 
t h e n  have been r e p o r t e d  a s  a n  addendum? 

MR. KOHN. I n  t h e  one t h a t  comes o u t  F r i d a y ,  y e s .  

MR. BERNARD. Yes. 

MR. MELZER. You know, t h a t ' s  a small  s u b t l e t y .  

MR. KOHN. A p o s s i b i l i t y .  i f  t h e  members would want i t ,  would 
be t o  expand t h e  pa rag raph  t h a t  h a s  been added [ t o  t h e  p o l i c y  r e c o r d  
t h a t  comes o u t  F r i d a y ]  t h a t  ment ions  t he  c o n s u l t a t i o n s .  We cou ld  
r e f e r e n c e  someth ing  about  some e a s i n g  i n  p o l i c y  t o  go w i t h  t h a t  
l anguage .  

MR. MORRIS(?). Yes, I t h i n k  it would be  d e s i r a b l e  t o  d o  
t h a t .  

MR. KOHN. That  would be  r e l e a s e d  t h i s  F r i d a y .  

MR. PARRY. I t h i n k  t h a t  would make some s e n s e .  

CHAIRMAN GREENSPAN. P r e s i d e n t  S t e r n .  

MR. STERN. I am happy t o  g e t  on t h e  "B" band wagon, o r  some 
v a r i a n t  of t h e  "B" band wagon. I g u e s s .  I t  seems t o  me t h a t  t h a t  i s  
t h e  a p p r o p r i a t e  p o s t u r e  f o r  us  a t  t h e  moment. I n  my mind,  we have 
moved a s i g n i f i c a n t  d e g r e e  a l r e a d y .  and I t h i n k  t h e  r e s u l t s  g e n e r a l l y
have been s a t i s f a c t o r y .  One danger  t h a t  I t h i n k  w e  want t o  avo id  h e r e  
i s  what I might  c a l l  o v e r s t e e r i n g :  and I t h i n k  h o l d i n g  w i t h  someth ing  
l i k e  "B" i s  a s t e p  t owards  a v o i d i n g  t h a t  r e a c t i o n .  I t h i n k  Frank 
Mor r i s  h a s  posed a dilemma: How do we keep weakness i n  t h e  d o l l a r ,  i f  
it p e r s i s t s ,  f rom s p i l l i n g  i n t o  t h e  bond marke t?  I b r i n g  up t h a t  
s u b j e c t  j u s t  a s  a reminder  t h a t  I t h i n k  t he  most  l o g i c a l  way t o  g e t  
o u t  o f  t h a t  t r a p  i s  t o  a c t u a l l y  succeed  i n  do ing  someth ing  meaningfu l  
i n  f i s c a l  p o l i c y  h e r e .  But t h a t ' s  s t i l l  a v e r y  much u n r e s o l v e d  
m a t t e r .  

CHAIRMAN GREENSPAN. Indeed it i s .  

MR. STERN. But t h a t ' s  a n o t h e r  r e a s o n  why I would- -

MR. BLACK. I t  i s  someth ing  w e  d o n ' t  have a l o t  of c o n t r o l  
o v e r .  

MR. STERN. No we d o n ' t :  w e  p robab ly  d o n ' t  have any.  But I 
t h i n k  t h a t ' s  a n o t h e r  r e a s o n  n o t  t o  o v e r s t e e r  o r  o v e r r e a c t  a t  t h e  
moment. We d o n ' t  know how t h a t  i s  going  t o  p l a y  o u t  and w e  d o n ' t  have 
much i n f l u e n c e  on i t .  I would p r e f e r  some l anguage  l i k e  V a r i a n t  I 
j u s t  b e c a u s e ,  a s  Tom [Melzer]  and some o t h e r s  have s u g g e s t e d .  t h e s e  
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a r e  e x t r a o r d i n a r y  c i r c u m s t a n c e s  and I t h i n k  our  language  shou ld  
r e f l e c t  t h a t .  I guess  I ' m  n o t  a l l  t h a t  concerned abou t  e x a c t l y  how w e  
f i n e  t u n e  t h a t  l anguage  a t  t h e  moment. I would p i c k  something l i k e  
"B" a s  a s t a r t i n g  p o i n t ,  and I p e r s o n a l l y  would p r e f e r  asymmetr ic
l anguage  i n  f a v o r  o f  l e s s e r  r e s t r a i n t  because  it seems t o  m e  t h a t  it 
i s  h i g h l y  more l i k e l y ,  a s  w e  go forward  h e r e ,  t h a t  i f  we a r e  going  t o  
move a t  a l l  t h a t  i s  t h e  d i r e c t i o n  we a r e  l i k e l y  t o  want t o  go.  

MR. PARRY. If your  conce rn  i s  about  t h e  d o l l a r  why would you
t h e n  go i n  t h a t  d i r e c t i o n ?  

MR.  STERN. No, I d i d n ' t  s a y  I would res i s t  d e c l i n e s  i n  t h e  
d o l l a r :  I j u s t  s a i d  t h a t  I t h i n k  t h e  outcome may be  l a r g e l y  o u t  of 
our  hands .  

MR. J O H N S O N .  By a v a r i a n t  of "B"  , d i d  you mean t h e  r e v i s e d  
v e r s i o n  of  " B " ?  

MR. STERN. I n  my mind. i t ' s  something l i k e  a $ 4 0 0  m i l l i o n  
bor rowing  t a r g e t  w i t h  t h e  e x p e c t a t i o n  t h a t  t h e  f e d e r a l  f u n d s  r a t e  w i l l  
be 6 - 3 1 4  o r  6 - 7 1 8  p e r c e n t  o r  t h e r e a b o u t s .  

MR. JOHNSON.  Okay. t h a t ' s  what "B"  means from now o n ,  r i g h t ?  

CHAIRMAN GREENSPAN. Yes.  We do have a problem h e r e ,  though.  
L e t ' s  f o c u s  on it because  I may have t o  r e - p o l l  [ t h o s e  who have 
commented a l r e a d y ] .  L i s t e n i n g  t o  everybody s o  f a r .  everybody i s  
l o c k i n g  i n t o  a f u n d s  r a t e  t h a t  i s  v e r y  much more narrow t h a n  t h e  funds  
r a t e  t h a t  w e  a r e  s t i p u l a t i n g  i n  t h i s  d i r e c t i v e .  The q u e s t i o n  t h a t  we 
have t o  d e c i d e  i s  t h i s :  I n  t h e  p r o c e s s  o f  f o r m u l a t i n g  t h i s  d i r e c t i v e  
do w e  go w i t h  t h e s e  v e r y  b road  f u n d s  r a t e  r a n g e s ,  which i s  what would 
be c o n s i s t e n t  w i t h  a s p e c i f i c  borrowing t a r g e t ,  o r  do we go w i t h  a 
much nar rower  f u n d s  r a t e  t a r g e t ,  however we p u b l i s h  i t ,  and have a 
much b r o a d e r  range  on t h e  borrowing s i d e ?  I t ' s  v e r y  d i f f i c u l t  t o  
encompass t h e  t y p e  of f u n d s  r a t e  t a r g e t i n g  t h a t  w e  have been h e a r i n g
around t h i s  t a b l e  i n  t e r m s  of  5 t o  9 p e r c e n t  o r  4 t o  8 p e r c e n t .  T h i s  
i s  a c h o i c e .  

MR. MORRIS. Mr Chairman. I might r e q u e s t  t h a t  we e l i m i n a t e  
t h a t  l a s t  s e n t e n c e  i n  V a r i a n t  I ,  because  we a r e  t a l k i n g  abou t  
s t a b i l i z i n g  t h e  f u n d s  r a t e  f o r  a s h o r t  p e r i o d .  I t  i s  a temporary
p o l i c y ,  and I d o n ' t  t h i n k  it makes any s e n s e  t o  t a l k  abou t  a r ange  of 
4 t o  8 p e r c e n t  o r  5 t o  9 p e r c e n t .  I t h i n k  we ought  it admit  t h a t  we 
have t e m p o r a r i l y  changed t h e  o p e r a t i n g  p rocedures :  and t h a t  would 
imply t h a t  w e  ought  t o  g e t  r i d  of t h a t  l a s t  s e n t e n c e  and n o t  t a l k  a t  
a l l  abou t  r a n g e s  t h a t  way. 

MR. BLACK. Mr. Chairman. I d o n ' t  t h i n k  i t ' s  a l l  t h a t  
d i f f e r e n t  from what we h a v e ,  i n  f a c t .  done.  We have had t h i s  wide 
r ange  b u t  it h a s  been  unde r s tood  t h a t  w e  have had a borrowing number 
t h a t  was a s s o c i a t e d  w i t h  a much nar rower  f e d e r a l  funds  r ange .  And w e  
d i d n ' t  change t h a t  [ s e n t e n c e ]  t h e n .  I t h i n k  we  p robab ly  would have 
m e t  and changed t h a t  bor rowing  l e v e l  o r  changed it w i t h o u t  m e e t i n g .  

MR. ANGELL. Well. I would c e r t a i n l y  be opposed t o  o u r  go ing  
t o  a n  announced nar row f e d  funds  t a r g e t .  I t  seems t o  me it i s  v e r y  
i m p o r t a n t  t h a t  w e  do n o t  have  t h e  semblance of  r e t u r n i n g  t o  t h e  1970s 
s t y l e ,  which would r e a l l y  r e q u i r e  f r e q u e n t  c o n s u l t a t i o n s  t o  move i t ,  
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and would g i v e  some t h e  i m p r e s s i o n  t h a t  ove r  t h e  l o n g  run  we might  be 
w i l l i n g  t o  a l l o w  whatever  r e s e r v e s  might  be  c o n s i s t e n t  w i t h  t h a t .  I 
would much p r e f e r  t o  have t h e  wide r  r ange  b u t  w i t h  a temporary
u n d e r s t a n d i n g ,  a s  w e  have had i n  t h e s e  r e c e n t  weeks,  t h a t  we e x p e c t  it 
t o  be  i n  t h e  6 - 1 1 2  t o  7 p e r c e n t  a r e a .  

VICE CHAIRMAN CORRIGAN.  L e t  m e  j u s t  make a coup le  o f  
comments abou t  p o l i c y  g e n e r a l l y ,  and t h e n  I may have some l anguage
h e r e  t h a t  can  encompass a l o t  of  what i s  b e i n g  s a i d .  F i r s t  of  a l l .  t o  
r e t u r n  b r i e f l y  t o  t h i s  exchange r a t e  q u e s t i o n ,  I d o n ' t  approach  t h e  
exchange r a t e  a s  a m a t t e r  o f  t h e o l o g y :  I approach  it a s  a m a t t e r  o f  
t r y i n g  t o  b a l a n c e  t h e  r i s k s .  And my p r i n c i p a l  p o i n t  on t h e  exchange 
r a t e  i s  t h a t  I do s e e  v e r y  r e a l  r i s k s  of  a f u r t h e r  s u b s t a n t i a l  
d e p r e c i a t i o n  i n  t h e  v a l u e  of t h e  d o l l a r .  I know c e r t a i n  t h i n g s  t h a t  
it w i l l  do :  it w i l l  add t o  i n f l a t i o n a r y  p r e s s u r e s  a t  home; it w i l l  
work i n  t h e  d i r e c t i o n  of  p u t t i n g  g r e a t e r  p r e s s u r e  r a t h e r  t h a n  lesser  
p r e s s u r e  on i n t e r e s t  r a t e s  a t  home. I d o n ' t  know how it works;  b u t  I 
know t h e  a l g e b r a i c  s i g n s .  And I a l s o  know t h a t ,  a t  l e a s t  i n  t h e  s h o r t  
run .  it r a i s e s  more q u e s t i o n s  abou t  growth p r o s p e c t s  a b r o a d ,  i n  p a r t ,
because  of a n o t h e r  e l o n g a t i o n  i n  t h e  J c u r v e .  Now, I have t o  b a l a n c e  
t h o s e  r i s k s  a g a i n s t  t h e  hope t h a t  it w i l l  somehow a c c e l e r a t e  t h e  
tu rna round  i n  t h e  U.S .  t r a d e  d e f i c i t ,  i n  a c o n t e x t  i n  which t h e r e  a r e  
a h o s t  of u n c e r t a i n t i e s - - s u c h  a s  growth p r o s p e c t s  a b r o a d - - t h a t  I t h i n k  
a r e  more i m p o r t a n t  t h a n  t h e  e x a c t  l e v e l  of  t h e  exchange r a t e .  So 
a g a i n ,  i t ' s  n o t  a m a t t e r  o f  t h e o l o g y  f o r  m e :  i t ' s  a m a t t e r  o f  where 
a r e  t h e  r i s k s  and what a r e  t h e  g r e a t e r  r i s k s .  Then, t h e r e  i s  t h i s  
q u e s t i o n  of d e b t  d e f i c i t s  and d e b t o r  n a t i o n s .  The p o i n t  t h a t  I was 
t r y i n g  t o  g e t  a t  i n  b r i n g i n g  t h a t  up b e f o r e  i s  t h a t  whether  we l i k e  it 
o r  n o t .  h i s t o r y  t e l l s  us i n  r a t h e r  unmis t akab le  t e rms  t h a t  a c o u n t r y
t h a t  f i n d s  i t s e l f  i n  t h e  p o s i t i o n  t h a t  w e  f i n d  o u r s e l v e s  i n  r i g h t  now 
i s  go ing  t o  have h i g h e r  i n t e r e s t  r a t e s  t h a n  would o t h e r w i s e  be  t h e  
c a s e .  There  may be  an example someplace ,  somewhere i n  h i s t o r y  t h a t ' s  
c o n t r a r y  t o  t h a t ,  b u t  I d o n ' t  know of  i t .  

CHAIRMAN GREENSPAN. I t  d o e s n ' t  e x i s t .  

VICE CHAIRMAN CORRIGAN. I d o n ' t  t h i n k  it e x i s t s .  The o n l y
o t h e r  p o i n t  I ' d  make i s  on t h i s  q u e s t i o n  o f  a measured approach  t o  
what we a r e  t r y i n g  t o  do h e r e .  I f a v o r  a l t e r n a t i v e  "B"  a s  Governor 
Johnson d e f i n e d  it a moment ago .  But l e t  me, i f  i t ' s  a g r e e a b l e  t o  
you.  Mr. Chairman, s u g g e s t  some l anguage  h e r e .  

CHAIRMAN GREENSPAN. Go a h e a d ,  s u r e .  

V I C E  CHAIRMAN CORRIGAN.  T h i s  i s  b u i l t  on V a r i a n t  I .  and I 
t h i n k  it g e t s  a t  a l o t  of t h e  t h i n g s  t h a t  you have been s a y i n g .  The 
f i r s t  s e n t e n c e ,  w i t h o u t  p r e j u d g i n g  d e c r e a s i n g  o r  m a i n t a i n  o r  whatever  
would r e a d :  " I n  t h e  imp lemen ta t ion  o f  p o l i c y  f o r  t h e  immediate  
f u t u r e ,  t h e  Committee s e e k s  t o  [ d e c r e a s e  somewhatlmaintainlincrease 
s l i g h t l y ]  t h e  d e g r e e  of p r e s s u r e s  on r e s e r v e  p o s i t i o n s  sough t  i n  
r e c e n t  d a y s . "  Tom, I t h i n k  t h a t  g e t s  a t  your  p o i n t .  And I would 
remove t h e  n e x t  s e n t e n c e  a f t e r  t h e  semicolon  comple t e ly .  Go down t o  
t h e  n e x t  s e n t e n c e  "The Committee . . . I '  

MR. ANGELL. What was your  f i r s t  your  s e n t e n c e  a g a i n ?  

VICE CHAIRMAN CORRIGAN. Take o u t  a l l  t h a t  s t u f f  a f t e r  t h e  
semico lon .  I ' m  a t  V a r i a n t  I .  The f i r s t  s e n t e n c e  r e a d s :  " I n  t h e  
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implementation of policy for the immediate future, the Committee seeks 

to [decrease somewhat/maintain/increase slightly] the degree of 

pressures on reserve positions" and I would insert "sought in recent 
days." 

MS. SEGER. You think the markets know what that means? 


VICE CHAIRMAN CORRIGAN. Yes, I think they do. 


MS. SEGER. Okay. 


MR. ANGELL. Recent days or recent weeks--eitherone? 


VICE CHAIRMAN CORRIGAN. Well. either way: we can come back 

to that. 


MR. KEEHN. Jerry, what's wrong with the next phrase? 


VICE CHAIRMAN CORRIGAN. Well, let me come to that in a 
minute because what I was going to suggest in the next sentence, Si,
deals with that, I think. "The Committee recognizes that the volatile 
conditions in financial markets and uncertainties in the economic 
outlook may call for a special degree of flexibility in open market 
operations" and then insert "depending, in particular, on demands for 
liquidity growing out of recent or prospective developments in the 
financial markets." 

MR. PARRY. Would one be willing to say instead of "may call 

for" just "calls for"? 


SPEAKER(?) . Sure. 

VICE CHAIRMAN CORRIGAN. But the idea, Si, is to get that all 
into one sentence so it's not too overburdening. Then the next 
sentence--andin my mind this is crucial--wouldstart: "Apart from 
such considerations", in other words apart from the providing
liquidity, etc. Then you would have your regular sentence with the 
somewhat or slightly lesser or greater reserve restraint. In other 
words, that next sentence would stay as it is. Others may not agree
with this, but contrary to what somebody said. I personally would take 
out the sentence on the next page about relatively frequent
consultations. We certainly can do that and may do that, but I think 
we ought to be trying to project not business as usual but not that we 
are ready to jump out the window ourselves. So, as I see it, Mr 
Chairman. a directive couched more or less in those terms would allow 
us to do what you certainly want to do and I gather what a lot of 
other people want to do. But it would stop short o f  a directive that 
becomes a federal funds rate directive. And at least in my judgment,
it provides a bridge to go from these extraordinary conditions right 
now to a more "normal" environment, if circumstances permit. 

CHAIRMAN GREENSPAN. What would you do about the very last 

phrase on the funds rate range? 


VICE CHAIRMAN CORRIGAN. I'm agnostic on that: I would have 
a broad range there--5to 9 percent or 4 to 8 percent: I wouldn't 
worry too much about that. 
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CHAIRMAN GREENSPAN. Okay, I w i l l  p u t  your  v a r i a t i o n  on t h e  
t a b l e .  P r e s i d e n t  M o r r i s .  

MR. M O R R I S .  I t h i n k  I ' v e  a l r e a d y  s a i d  my p i e c e ,  Mr. 
Chairman. I have n o t h i n g  t o  add t o  i t .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Keehn. 

MR. KEEHN. M r .  Chairman, I ' m  c e r t a i n l y  i n  f a v o r  o f  
m a i n t a i n i n g  t h e  c u r r e n t  p o l i c y ,  which I i n t e r p r e t  t o  be a l t e r n a t i v e  
W B " ,  And I must s a y  I l i k e  t h e  C o r r i g a n  wording o f  V a r i a n t  I :  I 
p r e f e r  V a r i a n t  I t o  V a r i a n t  I1 because  I t h i n k  it i s  a more hones t  
s t a t e m e n t  o f  what we a r e  d o i n g ,  p a r t i c u l a r l y  w i t h  t h e  language  t h a t  he 
i s  p r o p o s i n g  t o  amend i t .  I ' d  have a s l i g h t  b i a s  i n  t h e  wording
toward e a s i n g ,  and u s i n g  "would" [ f o r  e a s i n g ]  and "might"  [ f o r
t i g h t e n i n g ] .  I ' d  be  i n  f a v o r  o f  m a i n t a i n i n g  a broad  r ange  f o r  t h e  f e d  
funds  r a t e .  And I d o n ' t  f ee l  s t r o n g l y  about  i t ,  b u t  I t h i n k  i n  t h e  
i n t e r e s t  of c o n s i s t e n c y  and s t a b i l i t y  I ' d  s t a y  w i t h  t h e  5 t o  9 
p e r c e n t .  

CHAIRMAN GREENSPAN. I ' m  s o r r y .  what was t h e  l a s t  p h r a s e ?  

MR. KEEHN. I n  t h e  i n t e re s t  of c o n s i s t e n c y  and s t a b i l i t y ,  I ' d  
s t a y  w i t h  5 t o  9 p e r c e n t .  b u t  I d o n ' t  f e e l  v e r y  s t r o n g l y  abou t  i t .  

CHAIRMAN GREENSPAN. Okay. Governor H e l l e r .  

MR. HELLER. I ' m  a l s o  i n  f a v o r  o f  "B"  and I l i k e  t h e  Cor r igan  
l anguage .  L i k e  M r .  Keehn, I ' d  go w i t h  t he  asymmetr ica l  v e r s i o n .  But 
on t h e  f e d  f u n d s  r a t e .  I t h i n k  we should  narrow it j u s t  a b i t .  You 
know. 5 t o  9 p e r c e n t - - t h a t ' s  a b a r n  d o o r .  I t h i n k  t h e  o l d  p r a c t i c e  of 
c e n t e r i n g  it around t h e  expec ted  v a l u e  i s  u s e f u l .  So  if w e  nar row it 
a l i t t l e - - a n d  everybody seems t o  be s a y i n g  6 - 3 1 4  p e r c e n t - - a n d  i n s e r t  
5 - 3 1 4  t o  7 - 3 1 4  p e r c e n t  we have a 2 p e r c e n t a g e  p o i n t  r ange  r a t h e r  t h a n  
a 4 p e r c e n t a g e  p o i n t  r a n g e .  Maybe t h a t  g e t s  a l i t t l e  of t h a t  f e e l i n g
i n  t h e r e  w i t h o u t  moving t o  a v e r y  narrow f e d  f u n d s  r a t e  s p e c i f i c a t i o n .  

MR. PARRY. That  b a r n  door  i s  no wider  now t h a t  it h a s  been 
f o r  y e a r s .  

CHAIRMAN GREENSPAN. Oh no ,  i t ' s  d i f f e r e n t  i n  t h e  s e n s e  t h a t  
i t  depends on what you a r e  t a r g e t i n g  and what you a r e  l e a v i n g  a s  a 
r e s i d u a l .  So i n  t h a t  s e n s e  t h e r e  i s  a meaning i n  do ing  t h a t :  t h e  
q u e s t i o n  i s  whether  i n  s o  do ing  we a l s o  s u g g e s t  a change i n  p o l i c y
t h a t  w e  d o n ' t  want t o  communicate. 

MR. PARRY. I t h i n k  s o .  

SPEAKER(?). I t h i n k  t h a t  would,  t hough .  

MR. ANGELL. I t h i n k  t h a t  would: t h a t  would i n d i c a t e  
6 - 3 1 4  p e r c e n t .  I wou ldn ' t  do it. 

MR. HELLER. Wel l ,  I ' m  i n  f a v o r  of  making p o l i c y  c l e a r  r a t h e r  
t h a n  o b f u s c a t i n g .  

MR. HOSKINS. I t h i n k  i f  t h e  Desk comes i n  on e i t h e r  s i d e  o f  
t h e  marke t  around 6 - 3 / 4  p e r c e n t ,  it i s  go ing  t o  be  p r e t t y  c l e a r  t o  t h e  
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market v e r y  q u i c k l y  where w e  a r e :  and t h e y  a r e  n o t  go ing  t o  pay much 
a t t e n t i o n  t o  t h e  bo r rowings .  

MR. BOEHNE. I t h i n k  t h a t ' s  r i g h t .  

CHAIRMAN GREENSPAN. [ U n i n t e l l i g i b l e ]  b u t  i t ' s  one t h i n g  t o  
be pegging  t h e  funds  r a t e ,  which i s  n o t  what t h e  Desk i s  d o i n g ,  and 
i t ' s  a n o t h e r  t h i n g  t o  s o r t  o f  be  t a k i n g  a s h o t  a t  it i n  some 
d i r e c t i o n .  To peg t h e  r a t e  would have  some i n t e r e s t i n g  i m p l i c a t i o n s .  
Governor K e l l e y .  

MR. KELLEY. Mr. Chairman. I ' m  v e r y  much a mains t reamer  h e r e .  
And I have n o t h i n g  t o  add i n  t h e  way o f  new r e a s o n s  from what has  been 
s a i d  around t h e  t a b l e .  I would go w i t h  V a r i a n t  I because  I t h i n k  w e  
need t o  b e  seen  a s  b e i n g  on t h e  accommodating and concerned s i d e  h e r e ,  
w i t h  asymmetr ic  l anguage  i n  t h e  d i r e c t i o n  o f  e a s e .  I f a v o r  
a It er na t i v e  "B " , and I would c u t  t h e  announced f u n d s  r a t e  r ange  back 
t o  4 t o  8 p e r c e n t ,  a g a i n  t o  i n d i c a t e  t i l t i n g  i n  t h e  d i r e c t i o n  of e a s e .  

CHAIRMAN GREENSPAN. For t h e  Cor r igan  l anguage?  

MR.  KELLEY. I l i k e  t h e  Cor r igan  l anguage .  

CHAIRMAN GREENSPAN. Governor Johnson.  

MR. JOHNSON. Yes,  I t h i n k  I ' m  r i g h t  i n  l i n e  w i t h  everyone
e l s e :  a l t e r n a t i v e  "B" a s  w e  have  d e f i n e d  i t ,  V a r i a n t  I .  C o r r i g a n  
l anguage ,  and asymmetr ic .  I t h i n k  we a r e  going  t o  have a b i t  o f  a 
problem if d u r i n g  t h i s  i n t e r m e e t i n g  p e r i o d  we f i n a l l y  d e c i d e  t h a t  we 
can  move t o  a bor rowing  t a r g e t .  Making a t r a n s i t i o n  f rom funds  r a t e  
t a r g e t i n g  t o  t h a t  cou ld  be  a l i t t l e  t o u c h y ,  even though we d o n ' t  know 
when we w i l l  d e c i d e  a l l  o f  a sudden t h a t  t h i n g s  a r e  s t a b l e  enough t o  
go from a 6 - 3 1 4  p e r c e n t  c e n t e r  of g r a v i t y  on t he  funds  r a t e  t o  a $400 
m i l l i o n  bor rowing  t a r g e t ,  o r  wha teve r .  I d o n ' t  t h i n k  i t ' s  go ing  t o  
work t h a t  smoo th ly .  We may need t o  t h i n k  abou t  how w e  make t h a t  
t r a n s i t i o n  a t  some p o i n t :  t h a t  might  be  a good t i m e  f o r  a c a l l .  

CHAIRMAN GREENSPAN. I ' d  l i k e  t o  respond t o  t h a t :  I d o n ' t  s e e  
how we can  do t h a t  w i t h o u t  a c o n f e r e n c e  c a l l .  Governor Sege r .  

MS. SEGER. I guess  I can  go w i t h  "B"  b u t  a s  I r e r e a d  t h e  
Bluebook h e r e  f o r  t h e  s e v e n t h  t i m e .  i t  l o o k s  t o  m e  a s  if Don Kohn was 
s a y i n g  t h a t  a l l  o f  t h e s e  a l t e r n a t i v e s - - " A " ,  "B" .  and " C " - - assume 
f i n a n c i a l  marke t s  w i l l  r e t u r n  t o  c o n d i t i o n s  o f  normalcy ,  whatever  t h a t  
i s .  

MR. KOHN. Wel l -

MS. SEGER. And down deep i n  my stomach I ' m  j u s t  a s k i n g  
myse l f :  What i f ,  i n  f a c t ,  w e  d o n ' t ?  Which a l t e r n a t i v e  shou ld  I v o t e  
f o r ?  Should I v o t e  f o r  "A" now because  t h a t  p o s s i b l y  would a l l o w  u s  
t h e  g r e a t e r  o p p o r t u n i t y  t o  d e a l  w i t h  abnormal t i m e s  o r  do I go w i t h  
"B" and assume t h a t  if t h e  roof  f a l l s  i n  we w i l l  a t  t h a t  p o i n t  make a 
p o l i c y  s h i f t ?  

CHAIRMAN GREENSPAN. If t h e  roof  f a l l s  i n  t h e r e  i s  n o t h i n g  t o  
choose between t h o s e  two a l t e r n a t i v e s .  
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MS. SEGER. Then you go t o  nE" and "F" o r  something l i k e  
t h a t .  So hav ing  s a i d  t h a t .  I would go w i t h  " B " ,  t h e  C o r r i g a n
l a n g u a g e ,  and t h e  asymmetr ic  language  t i l t e d  toward e a s e .  And on 
t a r g e t i n g  t h e  f e d  funds  r a t e ,  f r a n k l y ,  I would r a t h e r  s e e  it a l i t t l e  
on t h e  s o f t  s i d e  of 6 - 3 / 4  p e r c e n t  r a t h e r  t h a n  between 6 - 3 / 4  and 7 
p e r c e n t ,  because  I t h i n k  t h e  f ed  funds  r a t e  i s  viewed a s  o u t  o f  l i n e  
now w i t h  o t h e r  s h o r t - t e r m  r a t e s .  If we a r e  r e a l l y  i n t e r e s t e d  i n  
communicating c l e a r l y  what market  p a r t i c i p a n t s - .  

MR. ANGELL. You want what on t h e  f e d  funds  r a t e ?  

MS. SEGER. I would p u t  a range  i n  t h e  s t a t e m e n t ,  b u t  I ' m  
s a y i n g  a s  a n  o p e r a t i n g  m a t t e r  t h a t  I ' d  r a t h e r  s e e  us  go t o  t h e  low 
s i d e  of 6 - 3 1 4  p e r c e n t  r a t h e r  t h a n  go ing  6 - 3 1 4  t o  7 p e r c e n t .  I would 
r a t h e r  s e e  u s  r e a l l y  t a r g e t i n g  somewhere between 6 - 1 1 2  and 6 - 3 1 4  
p e r c e n t  because  I t h i n k  t h a t  t h e  funds  r a t e  i s  q u i t e  a b i t  o u t  of  l i n e  
w i t h  o t h e r  s h o r t - t e r m  r a t e s .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Guffey. 

MR. GUFFEY. Thank you,  Mr. Chairman. I would j o i n  t h o s e  who 
would o p t  f o r  "B" w i t h  asymmetr ic  language  towards  e a s e - - t h a t  i s .  if 
"B" a s  it h a s  been d e f i n e d  means a funds  r a t e  around 6 - 3 / 4  p e r c e n t  o r  
a b i t  h i g h e r ,  and I t h i n k  it c l e a r l y  d o e s .  I a l s o  would adop t  t h e  
C o r r i g a n  l a n g u a g e ,  p a r t i c u l a r l y  i f  I unde r s tood  J e r r y  c o r r e c t l y ,  t h a t  
he wants  t o  d e l e t e  from V a r i a n t  I t h e  l anguage  r e f e r r i n g  t o  r e l a t i v e l y
f r e q u e n t  c o n s u l t a t i o n s .  I t h i n k  t h a t  h i g h l i g h t s  someth ing  t h a t  s i x  
weeks o r  e i g h t  weeks from now, when t h i s  i s  r e l e a s e d .  pe rhaps  w i l l  
have m o r e  meaning t h a n  w e  want t o  g i v e  t o  it. On t h e  f e d e r a l  funds  
r a t e  r a n g e - - a l t h o u g h  q u i t e  c l e a r l y  w e  a r e  t a r g e t i n g  t h e  f e d e r a l  funds  
r a t e  w i t h i n  some v e r y  narrow r a n g e ,  it i s  under  v e r y  unusua l  
c i r c u m s t a n c e s - - t o  change t h a t  language  i n  t h e  l a s t  s e n t e n c e  from 5 t o  
9 p e r c e n t  t o  4 t o  8 p e r c e n t  i s  a b i t  mean ing le s s  a n d ,  i n  my v iew,  
u n n e c e s s a r y .  I ' d  l e a v e  it a t  t h e  p r e s e n t  range  and keep it a s  broad 
a t  it i s .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Hoskins .  

MR. HOSKINS.  I d o n ' t  have a n y t h i n g  t o  add t o  what h a s  been 
s a i d  w i t h  r e s p e c t  t o  a l t e r n a t i v e  "B". I t h i n k  I l i k e  t h e  C o r r i g a n
language :  I ' d  p r e f e r  t h e  f u n d s  r a t e  abou t  where it h a s  b e e n - - I  d o n ' t  
have any problem w i t h  t h a t .  I would n o t  want t o  e r r  t o o  much on t h e  
h i g h  s i d e  i n  terms o f  a f e d e r a l  f u n d s  r a t e  ove r  7 p e r c e n t  because  I 
t h i n k  t h a t  might  s e n t  t h e  wrong s i g n a l  t o  t h e  marke t .  I t h i n k  t h e  
p o i n t  t h a t  Manley Johnson r a i s e d  i s  a n  i m p o r t a n t  one :  t h a t  it may be  
d i f f i c u l t  when do we s h i f t  from a mode o f  p r o v i d i n g  l i q u i d i t y  back t o  
some k ind  o f  monetary a g g r e g a t e .  And I t h i n k  I would be  r emis s  if a t  
my f i r s t  o p p o r t u n i t y  w i t h  a l l  of  you I do n o t  ment ion  t h e  monetary 
a g g r e g a t e s .  I n  t h a t  r e g a r d .  t h e y  have been growing s l o w l y  r e l a t i v e  t o  
t r e n d  f o r  s i x  months o r  more.  The s t a f f  p r o j e c t i o n  f o r  M2 i s  4 - 1 1 2  
p e r c e n t ,  f o u r t h  q u a r t e r  o v e r  f o u r t h  q u a r t e r  and t h a t ' s  down from a 
t r e n d  r a t e  f o r  two y e a r s  o f  rough ly  9 p e r c e n t .  That  u s u a l l y  i s  
c o n s i d e r e d  a s i g n i f i c a n t  change w i t h  some r e a l  impac t s :  however. 
t h a t ' s  n o t  f o r  t h i s  mee t ing .  

CHAIRMAN GREENSPAN. I t h i n k  we can  f ee l  t h e  consensus .  which 
s u r p r i s e s  m e  i n  a s e n s e  b u t - -
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MR. ANGELL. Could I ask a question about the Corrigan 


CHAIRMAN GREENSPAN. We didn't listen to what Governor 
Heller--

MR. HELLER. It's a very minuscule point: in the draft 
directive with the brown [Class I] cover, lines 2 0 - 2 1 ,  we say
"business capital spending was strong in the third quarter and forward 
indicators pointed to continuing gains." I think that's a little 
strong. It's certainly getting a lot slower. Maybe we could just
drop "forward indicators pointing to continuing gains." 

CHAIRMAN GREENSPAN. It is not "pointing": it's "pointed". 


MR. HELLER. Yes. "pointed". 


MR. KELLEY. No, that's an important difference. 


MR. HELLER. Yes but pointed to continuing gains, though. 


CHAIRMAN GREENSPAN. Well, it's technically correct if you

think about it. It is past tense: that the indicators in that period

pointed to continuing gains. 


MS. SEGER. Since then it has changed. 


CHAIRMAN GREENSPAN. It's not discussing the continuing

gains, it's discussing the indicators. 


MR. HELLER. Well, I certainly misread it and I think others 

may misread it too. 


CHAIRMAN GREENSPAN. Does anybody else feel strongly about 

that issue? 


MR. HELLER. Well, mine is not a strong feeling but I just

thought there was a -  


CHAIRMAN GREENSPAN. Technically. that statement is correct. 

It's only a question of how you read it. 


MR. HELLER. I think it sets the wrong tone a little: that 

"continuing gains" is what bothers me. Maybe you want to say: And 

while forward indicators pointed to continuing gains, this is no 

longer true. 


MR. BLACK. You can say way back when they-

CHAIRMAN GREENSPAN. Governor Angell. 


MR. ANGELL. Yes. I'd like to look at the Corrigan language.

Where it says "may call for a special degree of flexibility". I think 

that's that first sentence where he added a phrase. Would it be okay 

to say "may continue to call for a special degree of flexibility

because" 
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V I C E  CHAIRMAN CORKIGAN. I ' m  n o t  s u r e  what it s a y s  r i g h t  now 
because  it was s e n t  o u t  t o  be  t y p e d  abou t  10  minu tes  ago:  it h a s n ' t  
come back y e t .  

MR. ANGELL. Well, I u n d e r s t a n d .  b u t  I ' m  j u s t  l o o k i n g  a t  t h e  
amendments. 

CHAIRMAN GREENSPAN. May I make a s u g g e s t i o n ?  T h i s  might  n o t  
be  a bad i d e a  s i n c e  it i s  a v e r y  c r u c i a l  d i r e c t i v e .  I t h i n k  it would 
be  u s e f u l  t o  have i t  xeroxed  and c i r c u l a t e d  so  everyone  h a s  a chance 
t o  t a k e  a s h o t  a t  i t .  Is t h a t - -

MR. ANGELL. T h a t ' s  a l l  I ' m  a s k i n g ,  y e s .  

CHAIRMAN GREENSPAN. Does anybody have any f u r t h e r  comments 
a t  t h i s  p a r t i c u l a r  s t a g e  on s u b s t a n t i v e  q u e s t i o n s ?  I t ' s  f a i r l y
obvious  t h a t  t h e r e  i s  a consensus  b a s i c a l l y  on "B"  , however we d e f i n e  
i t .  and a symmet r i ca l  l anguage  towards  e a s e .  Everyone i s  t a l k i n g .
e s s e n t i a l l y ,  6 - 3 / 4  t o  6 - 7 1 8  p e r c e n t  on t h e  funds  r a t e .  b u t  I presume,  
t o  d e p i c t  it i n  t h e  u s u a l  wider  r a n g e .  And J e r r y  C o r r i g a n  i s  g e t t i n g  
r a v e  rev iews  and we w i l l  u s e  h i s  l anguage .  However, b e f o r e  w e  
f i n a l i z e  i t ,  l e t ' s  t a k e  a look  t o  make c e r t a i n  t h a t  w e  a r e  a l l  t a l k i n g
from t h e  same se t  of n o t e s .  

V I C E  CHAIRMAN CORRIGAN. L e t  m e  see i t .  

MR. ANGELL. Would o u r  t r a n s i t i o n  bor rowing  be expec ted  t o  be 
$450  m i l l i o n  o r  $400 m i l l i o n ?  

CHAIRMAN GREENSPAN. I would s a y  $ 4 0 0  m i l l i o n .  

MR. ANGELL. Okay. 

V I C E  CHAIRMAN CORRIGAN. Le t  me j u s t  t a k e  a l o o k  a t  i t .  

MR. ANGELL. The words t h a t  I wanted t o  l o o k  a t  h e r e  would be  
t o  c o n t i n u e  t o  c a l l  f o r  a s p e c i a l  d e g r e e  of f l e x i b i l i t y ,  which would 
be  a n  i n d i c a t i o n  of c o n t i n u i n g  what we have been do ing  r a t h e r  t h a n  of 
some new p o l i c y .  And t h e n  I have t r o u b l e  w i t h  t h a t  s e n t e n c e :  t h e  
o u t l o o k  f o r  monetary growth o v e r  t h e  months ahead i s  s u b j e c t  t o  
unusua l  u n c e r t a i n t y .  I ' m  n o t  s u r e  what t h a t  means: it seems t o  me 
t h a t  t h e  o n l y  u n c e r t a i n t y  when you l o o k  a t  Don's new f i g u r e s  i s  t h a t  
it l o o k s  a s  i f  w e  have had a l i q u i d i t y  b u l g e .  But c e r t a i n l y  w e  d o n ' t  
e x p e c t  u n c e r t a i n t y  i n  r e g a r d  t o  t h e  downside do we? 

MR. KOHN. No, t h a t ' s  why I had i n  t h a t  r e f e r e n c e  t o  somewhat 
g r e a t e r  t h a n  e x p e c t e d .  If you keep r e a d i n g ,  it s a y s  on l i n e s  100 and 
1 0 1 :  " b u t  more r a p i d  growth i s  p o s s i b l e  shou ld  p r e f e r e n c e s  f o r  
l i q u i d i t y  be  p a r t i c u l a r l y  s t r o n g . "  That  was e x a c t l y  t h e  p o i n t  I was 
making. You may n o t  need t h e  s e n t e n c e  on " s u b j e c t  t o  u n u s u a l  
u n c e r t a i n t y "  i f  you have t h o s e  s e n t e n c e s  t h a t  f o l l o w .  

MR. ANGELL. I ' m  j u s t  n o t  s u r e  what t h a t  s e n t e n c e  s a y s .  I t  
seems t o  m e  t h a t  t h e  u n c e r t a i n t y  i s  somewhat d i r e c t e d  a t  one s i d e .  

MR. MELZER. When you s a y  " a p a r t  from such  c o n s i d e r a t i o n s , "  
it seems t h a t  i t ' s  n o t  n e c e s s a r y  down below t o  have " c o n d i t i o n s  i n  t h e  
f i n a n c i a l  marke t s "  i n  t h e r e  a g a i n .  
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V I C E  CHAIRMAN CORRIGAN.  R i g h t :  t h a t ' s  r i g h t .  

MS. SEGER. So  w e  have t o  make t h i s  a symmet r i ca l  r i g h t ?  

V I C E  CHAIRMAN CORRIGAN. I guess  s o .  

MS. SEGER. I t h o u g h t  it was l e s s e r  r e s e r v e  r e s t r a i n t  would 
and s l i g h t l y  g r e a t e r  m i g h t .  I s n ' t  t h a t  what we-

VICE CHAIRMAN CORRIGAN. The s e n t e n c e  I t h i n k  shou ld  r e a d :  
"Apart  from such  c o n s i d e r a t i o n s  s l i g h t l y  l e s s e r  r e s e r v e  r e s t r a i n t  
would o r  s l i g h t l y  g r e a t e r  migh t " .  

economy, s t r e n g t h
b u s i n e s s  e x p a n s i o n ,  e t c .  

CHAIRMAN GREENSPAN. Governor Ange l l .  a r e  you s t i l l  concerned 
abou t  t h a t  money growth r e f e r e n c e ?  

MR. ANGELL. Oh, i t ' s  n o t - - .  I t h i n k  t h e  way it i s  now 
changed would [ u n i n t e l l i g i b l e ] .  

MR.  KEEHN. E a r l i e r ,  somebody s u g g e s t e d  t h a t  i n  l i n e  5 we 
change t h a t  " o u t l o o k  may c a l l  f o r "  t o  "may c o n t i n u e  t o  c a l l  f o r " .  
T h a t ' s  a p p r o p r i a t e .  

MR. ANGELL. Yes 

CHAIRMAN GREENSPAN. Should w e  p u t  4 t o  8 p e r c e n t  i n  f o r  t h e  
funds  r a t e  r ange  o r  would you p r e f e r  5 t o  9 p e r c e n t ?  

MR. GUFFEY. I ' d  p r e f e r  j u s t  t o  m a i n t a i n  5 t o  9 p e r c e n t .  

CHAIRMAN GREENSPAN. Can I have a qu ick  rundown on t h e  copy
of t h i s  C o r r i g a n  l anguage  f o r  4 t o  8 p e r c e n t  o r  5 t o  9 p e r c e n t ?  

Vice Chairman C o r r i g a n  - My own p r e f e r e n c e  was 5 t o  9 .  

Mr. Ange l l  - 4 t o  8 .  

M r .  Boehne - 4 t o  8 ,  b u t  n o t  a s t r o n g  p r e f e r e n c e .  

M r .  Boykin - 5 t o  9 .  

M r .  H e l l e r  - 4 t o  8 

M r .  Johnson - T o t a l l y  i n d i f f e r e n t .  

Mr. K e l l e y  - 4 t o  8 

Ms. Sege r  - 4 t o  8 

M r .  S t e r n  - 5 t o  9 

Mr. Keehn - 4 t o  8 


MR. ANGELL. 

VICE CHAIRMAN 

MR. ANGELL. 

V I C E  CHAIRMAN 

MR. MELZER. 

V I C E  CHAIRMAN 

No, somewhat. s l i g h t l y .  

CORRIGAN.  Somewhat l e s s e r  r e s e r v e  r e s t r a i n t - .  

Would o r  s l i g h t l y  g r e a t e r  r e s t r a i n t  m i g h t .  

CORRIGAN. Okay. 

You need a comma a f t e r  "would ,"  t o o .  

CORRIGAN.  And t h e  o f  t h e  
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MR. JOHNSON - I ’ m  t o t a l l y  i n d i f f e r e n t .  b u t  you might even 
drop  t h e  whole s e n t e n c e .  

MR. ANGELL. You’re n o t  v o t i n g  on t h a t ?  

MR. JOHNSON.  Yes. I ’ l l  j u s t  be  a g n o s t i c .  

MR. HELLER. Wel l ,  4 t o  8 i s  c l o s e r  t o  z e r o  

V I C E  CHAIRMAN CORRIGAN.  [ U n i n t e l l i g i b l e ]  around 6 t o  7 
p e r c e n t .  

CHAIRMAN GREENSPAN. Be fo re  w e  v o t e ,  l e t ’ s  have Norm Bernard 
r ead  t h e  d i r e c t i v e .  

MR.  BERNARD. I n  t h e  implementa t ion  o f  p o l i c y  f o r  t h e  
immediate  f u t u r e .  t h e  Committee s e e k s  t o  m a i n t a i n  t h e  d e g r e e  of 
p r e s s u r e  on r e s e r v e  p o s i t i o n s  sought  i n  r e c e n t  d a y s .  The Committee 
r e c o g n i z e s  t h a t  t h e  v o l a t i l e  c o n d i t i o n s  i n  f i n a n c i a l  marke t s  and 
u n c e r t a i n t i e s  i n  t h e  economic o u t l o o k  may c o n t i n u e  t o  c a l l  f o r  a 
s p e c i a l  d e g r e e  of  f l e x i b i l i t y  i n  open market  o p e r a t i o n s  depending .  i n  
p a r t i c u l a r ,  on demands f o r  l i q u i d i t y  growing o u t  o f  r e c e n t  o r  
p r o s p e c t i v e  developments  i n  f i n a n c i a l  m a r k e t s .  Apar t  from such  
c o n s i d e r a t i o n s ,  s l i g h t l y  l e s s e r  r e s e r v e  r e s t r a i n t  would- -

MR.  ANGELL. Somewhat. 

MR. J O H N S O N .  Somewhat l e s s e r .  

MR. BERNARD. - - o r  s l i g h t l y  g r e a t e r  r e s e r v e  r e s t r a i n t  might
be a c c e p t a b l e  depending  on t h e  s t r e n g t h  of t h e  b u s i n e s s  expans ion ,
i n d i c a t i o n s  of i n f l a t i o n a r y  p r e s s u r e s ,  developments  i n  f o r e i g n
exchange m a r k e t s ,  a s  w e l l  a s  t h e  b e h a v i o r  of  t h e  monetary a g g r e g a t e s .
While t h e  o u t l o o k  f o r  monetary growth o v e r  t h e  months ahead i s  s u b j e c t  
t o  unusua l  u n c e r t a i n t y .  t h e  con templa t ed  r e s e r v e  c o n d i t i o n s  a r e  
expec ted  t o  be  c o n s i s t e n t  w i t h  growth i n  M 2  and M3 ove r  t h e  p e r i o d  
from September t h r o u g h  December a t  annua l  r a t e s  of abou t  6 t o  7 
p e r c e n t ,  b u t  more r a p i d  growth i s  p o s s i b l e  s h o u l d  p r e f e r e n c e s  f o r  
l i q u i d i t y  be  p a r t i c u l a r l y  s t r o n g .  Over t h e  same p e r i o d ,  growth i n  M 1  
i s  expec ted  t o  be w e l l  above i t s  ave rage  pace  i n  t h e  p r e v i o u s  s e v e r a l  
months.  The Chairman may c a l l  f o r  Committee c o n s u l t a t i o n  i f  it 
a p p e a r s  t o  t h e  Manager f o r  Domestic O p e r a t i o n s  t h a t  r e s e r v e  c o n d i t i o n s  
d u r i n g  t h e  p e r i o d  b e f o r e  t h e  n e x t  meet ing  a r e  l i k e l y  t o  be  a s s o c i a t e d  
w i t h  a f e d e r a l  f u n d s  r a t e  p e r s i s t e n t l y  o u t s i d e  a r ange  o f  4 t o  8 
p e r c e n t .  

CHAIRMAN GREENSPAN. I a l s o  r e a d  from e v e r y t h i n g  I ’ v e  been 
l i s t e n i n g  t o  t h a t  t h e  o f f i c i a l  borrowing t a r g e t ,  t o  t h e  e x t e n t  t h a t  
i t ’ s  r e q u i r e d ,  i s  $400 m i l l i o n .  

MR. ANGELL. Yes,  t h a t  word r e s p e c t i v e l y  i s n ’ t  needed i s  it? 
The word r e s p e c t i v e l y  shou ld  be o u t ?  

CHAIRMAN GREENSPAN. I t ’ s  o u t .  i f  you p u t  it t h e  way--

MR.  ANGELL. R i g h t .  
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CHAIRMAN GREENSPAN. Since it is 1:30 p.m., I think we ought 

to vote on this and get to lunch. 


MR. BERNARD. 

Chairman Greenspan

Vice Chairman Corrigan

Governor Angel1

President Boehne 

President Boykin

Governor Heller 

Governor Johnson 

President Keehn 

Governor Kelley

Governor Seger

President Stern 


Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 


CHAIRMAN GREENSPAN. The vote is unanimous. The date of our 

next meeting is Tuesday and Wednesday, December 15th and 16th. Do I 

hear a motion to adjourn? 


SPEAKER(?) . So moved. 

CHAIRMAN GREENSPAN. Without objection, to lunch. 

END OF MEETING 




